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Arthur Andersen
Professional Standards Group

. ]
To: Carl E. Bass@ANDERSEN WO

cc: 8enjamin S. Neuhausen@ANDERSEN WO

Date: 12/18/9 09:31 AM

From: John E Stewart, Chicago 33 W. Monroe, 50/ 72335

Subject: Re: Enron Option

Thanks for the memo. Very clear and | agree with your advice. Lets wait until Monday. The orginal
accounting was probably aggressive even though it was consistent with our 1986 book. The book clearly
says the that this accounting is for hedges of things carmied at market. Otherwise, options are at real fair
value. That book was written: in another era and time has probably passed it by, but Clearly after the stock
was sold, one needs to revert to regular mark to fair value{both time and intrinsic value) and derivatives
cannat hedge derivatives for accounting purposes—now or under FASB 133. Does Dave think his
accounting works even under FASB 1337 No way.

Ta: John E. Stewart@ANDERSEN WO
cc:

Date: 12/18/99 08:24 AM

From: Cad E. Baas, Houston, 237!2314
Subject Enran Option

it may beeasiertdputmlsinwriting. Dave Duncan called me after | left the Octed to you yesterday that
he had already spoken to Mike Odom, the Houston office Practice Director and that they "made a practice
cafl.”

Background

About three weeks ago | got a call from Clint Carlin regarding a proposed Enron transaction to sell a
marketable security that they are accounting for at fair value. They are not applying Staterment 115 using
the trading classification, rather they are applying fair value under investment company accounting. There
ars some options that they entered into with this SPE managed by the company's CFO. Initially they were
going to sell the security and the options and the initial question was can the options be included. | said
yes they fall under Statement 125 since they are financial assets. Clint came back and said that there
was a probiem because there was a difference between the carrying amount of the options and what they
would receive. That is when | found that they had applied our guidance in Accounting for Options, That is
they bifurcated the option between the time value and tha intrinsic value and amortized the time value over
5-10 years, depending on the particular option. Qur guidance clearly accepts this sven for a fair value
investment. So | toki them that they needed to account for the difference (ls through P&L) when they sold
the options and the stock compared to the proceeds received which presumably would be at fair value. |
did not hear from them again until last Thursday.

They asked another question. During the course of the call | inquired about the options. 1 was told that
the options wera not included in tha sate. | told them that if they sold the underlying and now had a naked
option and would need to get its carrying value to fair value for the entire option (both intrinsic value and
time value) and that the charge shouid go through PaL.

Dave Duncan cafled me yesterday and said that he had never understood the bifurcation approach in our
book to be hedge accounting. Rather he believed it was just ancther way to account for fair value. Soin
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his mind he had two instrument that were being accounted for at fair value. | toid him that hedge
accounting was the only way to get that bifurcated approach and once the hedged item was sold, there
was some accounting to do. | told him that we do not accept hedge accounting for a derivative by another
derivative (as part of the Statement 125 transaction they apparently took back a total return swap) and in
any event it would be inappropriate to carry forward a hedge on one asset (the marketable security) to
another instrument (the total retum swap). He toid me that the charge here would be $30-50 million. He
said that the deal had either been signed or was about to be signed and that we could not go back now. |
stated that our advice was consistent and timely on this. He said that he was not clear that the criginal
bifurcated approach he had discussed with was fimited to hedging despite the language in our book, which
| pointad out to him.

| aisc spoke with Ben to see if there was anything eise Ben could think of to help them cut and Ben had no
other thoughts. :

My concems :

We raised the issue. | have not spoken to the Practice Director. | do not know if he knows how much we
cannot support this. Where do we go from here? This is a big item and the team apparently does not
want to go back to the client on this. | think at a minimum the Practice Director needs to be made aware
of this history and our opposition to the accounting. | guess this call onMonday os to see if there is some
way we can find that can accept this but | am out of ideas.

| you want to talk about this today let me know, Otherwise it can wait il Maonday. The deal has been
done apparently.

©1999 Andersen. Al rights reserved.
John E. Stewart :
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To: Carl E. Bass@ANDERSEN WO

= John E. Stewart@ANDERSEN WO, Benjamin 5. Neuhausen@ANDERSEN WO, Patricia §.
Grutzmachen@ANDERSEN WO

Date:  02/01/2000 06:19 PM

From: Debra A. Cash, Houston, 237 7 2344

Subject Re: Enron transaction

. ____________________ = e

With respect to whether the derivatives are at fair vaiue, we will be getting a faimess opinion on the whole

transaction. We would also require third party evidence of whether each derivative( the puts on the

communicaticn stock) would be at fair vaiue at the time they are entered into.

With respect to the initial capitalization, Enron believes that the vaive of the puts day one ( the put
premium) represents the risk of the instrument for the period that it is cutstanding. However, there is no

similar model if the decivative is a swap. They recommend 3% of vaiue at risk or some other probabikstic
modei.

Enron has currently agreed that they cannot account for the upside on ENE stock { in Carf's note 5) as
P/L. They agreed that it is an equity transaction.

Our biggest issues are;

1. What does the initial capitakzation of the spe have to be for Newco to be a substantive entity?
{notional valus or risk adjusted method)

2. What is the limitation on the MTM of the derivative (put)? Our proposal is that ENE cannat recognize
income in excess of the initial capitalfization of the spe plus tha put pramijum. Under this method we would
avoid recognizing income , aithough indirectly, on the appreciation of ENE stock.

To: Debra A, Cash@ANDERSEN WO
cc:

Date:  02/01/2000 04:10 PM

Frem: Carl E. Bass, Houston, 23772314
Subject Enron transaction

i eeeeewe Forwarded by Cart E. Bass o 02/01/2000 04:18 PM
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To: John E. Stewart@ANDERSEN WO, Benjamin S. Neuhausen@ANDERSEN WO

cc:

Date:  02/01/2000 02:31 PM

From: Carl E. Bass, Houston, 237 /2314

Subject Enron transaction , -
Aoy

| would like to get your thoughts on this complicated series of Enron derivatives. 8en — Deb Cash said
she has already spoken to you about another variation of this transaction. | suspect | will not be the finaj
answer here either. Enron wants to maks some investments in some entities that will have high volatifty.
They aiso want to do this through an investment company.

1. LIM (SPE) forms a NEWCO and capitalizes NEWCO with 100% equity.

2. Enron's investment company (ENE Sub) purchases an investment in a third pany (Third Party) and
pays $100,

3. ENE Sub purchases a put option from NEWCO {assume fair vajue is $40). The terms of the put option
are that if the vaiue of the investrnent in Third Party declines below $100, NEWCO wil pay ENE Sub the
shertfall. If the value rises above $100, ENE will keep the upside. The $40 premium will pay for NEWCO
taking on that risk. The terms are that ENE Sub will not pay the $40 immadtately, nor will NEWCO cash

settle the option till the end of the option period (say S years).
"~ 4. Enron at the same ime enters into a share settied derivative on Enron stock with NEWCO. if Enron
'stock price increases, Enron pays NEWCO Enron shares. if Enron stock price decreases, Enron receives

Enron shares,

5. BecauseEnmnbeﬁevuhatEnmnsﬁndtptbeugoingbmmmvabemmmmPany
value, Enron caps NEWCCO's retum on this arrangsmant as follows. If NEWCO's retum achieves 25% on
both the Enron stock and the put option, Enron recaives from NEWCO any income that was generated off

- of the combined investments.

6. NEWCO is a bankrupt proof entity.
Accounting Considerations

1. | belisve the initial capitallzation of NEWCO shouki be $1.8 (3% of their total exposure defined as $100
less the $40 premium). in another structure they did last year they computed the 3% as 3% of the
premiuin (in this case $1.2). | do nct think that this really covers the total risk exposure. if they did an at
the money swap | told them that it shoukd be 3% of the total exposure, that is $100 because that is what
they are exposed to. The engagement team tefls me that the client has pushed back on this. | gave them
the operating lease analogy. What does a swap do (o the argument that you are an investrnent company
wanting captal appreciation and you swap all of the upside away?

2. Once you get past that, | believe Enron would mark o market the investment in Third Party using their
invastment company accounting model (you could treat this as a trading security under Statment 115 and
get the same answer, assuming the investrment was publicly traded and Enron did not have significant
influence).

3. Enron wouid account for the put option at fair value (both time value and intrinsic value). See below
however of my concem over the substance here.

4. Absent itemn 5 above, the share seitied darivative in Enron stock shouid be an equity transaction
pursuant to EITF 86-13. So the fair value ofthe derivative would be recorded at the date of issuancs and
thera would no MTM changes in subsequent periods. But you have o ask yourself why is this here.
Assuming the put option is truly at fair value, NEWCO should be receiving value in the form of a premium
for this transaction. The equity derivative is unneccessary. If the Third Party investment is public, it
should be fairly easy to caiculate the premium value 1o make sure that it is at “fair vaiue.” If Third Party is
not public, then i think you need to get a third party quote to provide for evidence of the internal valuation.
Ctherwise, this equity-settied derivative does not feel ight Does Enron mark to market Item 5 above? |
thmkyouhavebbearefulhembecauseyoucanendupreoardmwmremmonyourmm
because of the nature of how this works.
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$. Example of how this could work using the assumtions above. Assume that the $40 premium's time
vaiue amortization is $20 in year 1, $10 in year 2, $§5 in years 3'and 4, respectively. Assume that the
value of the Third Party stock is $90 year 1, $80 year 2, $100 year 3, $130 Year 4, and $140 year 5.
Added assumtion is that Enron stock increases $6 each year. ST T

Caiculation of Enron's accounting before the contingent obligation:

Year I B 2 3

2 4 s
Cum
Premium- - - {20) {10) (5) {5) 0
(40)
Intrinsic value change ~ 10 10 n/a n/a na
MTM Third Party
Investment (18) [&1v)] 20 20 20
Enron income effect  (20) (10) 15 15 20
Cailculation of income for NEWCO
interest on premium
{assume 5%) 2 2 2 2 2
8
MTM premium 20 10 5 5 0
40 -
Dersivative on third - ‘
party equity . (10 (10) 0 Y 0
(20) ' '
Enron equity .
derivative 8 ] 3 -] - 8
& f
Total .. 18 . 8 13 13 . 8
58

Under the terms of the contingent obligation, NEWCO needs $2.25 to achieve a 25% retum. Enron would
receive the excess, or $55.75. Envon believe they should recognize income of $55.75 on a MTM basis

,overmelifeofwhid1$30ismeirownstodc.mhmunduipofheopﬁonpmnﬁumandsakrmmdﬁpof

interest expensa. Youunplgyam:dwimmeunumbenanumberofdiﬁerentmrios. but at the end
of the day, this contingent obligation will be due Enon stock. So | would conclude that there should be no -
MTMonmeoonﬁngentobligaﬁonandnoincomonitssemenuntformereasonsdtndabove.

Going back to the Enron income effect, this whole deal looks like there is no substance. The oniy money
at rigk here is $1.8 million in a banknupt proof SPE. Al of the money here appears to be provided by
Enron. Soin my year 1 example where Enron receives $10 in intrinsic vaiue from the SPE with regard to
the put option, | do not think they should record an amount greater than the SPE equity of $1.8.

AAHEC (2)03445.3



C2000 Andarsan. All rights reserved,
John E. Stewart
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Arthur Andersen :
Professional Standards Group

To: Carl E. Bass@ANDERSEN WO

cc: James F. Green@ANDERSEN WO

Data:  02/04/2000 07:45 AM

From: John E. Stewart, Chicago 33 W. Monroe, 50/ 72335

Subject. Re: Enron__Derivaﬁva Transaction

" _______________________________ .
| think what you are saying is that the SPE needs to be consolidated. Thus, Enran stock is treasury
stock(thus not gain or loss on that) and we have a small derivative on the intemet stock that protects only
for $3. We should discuss it some more. You have some good peints. | suggest you send this memo to
Deb, Tom and Dave to raintiate the discussion.

To: John E. Stewant@ANDERSEN WO, James F. Green@ANDERSEN WO
cc:

Date:  02/04/2000 06:38 AM

from: Car E. Bass, Houston, 237 7 2314

Subject: Enron Derivative Transaction

| am still bothered with the is transaction we discussed yesterday, My understanding of the new structurs
is that Enron will purchase a derivative from SPE and the purchase price will be Enron stock. Assume
that the value of that is $20 and the stock price of Enron stock is $2/share so Enron issues 10 shares.
Presumably since they are paying an amount & is a premium for an option. In exchange, Enron will.
receive payments basad on changes in the share price of two securities -- (1) an investmant macde by
Enron in an intemet stock ("Intemet Co.7) and (2) the Enron shares given to the SPE. Assume that initial
investment in Intemet Co. is $100. The payment is based on a formula, that is, i the SPE eams a 25%
retum on its initial mvestment, Enron receives all of the amount in excess cof the retum of and on the initial
investment._ If the retum is less than 25%, the SPE keeps both its initial investment and any retum up o
25%. In addition, because the SPE s also providing “protaction” to Enron for Enron's investment in
internet Co., the SPE may have to give up its entire initial equity to pay Enron in the svent the vaiue of the
investment in Intemet Co. declines. Assume that the equity holders in the SPE put in 3% of the notional
vaiue of the intemet Co., or $3. The SPE is initially capitalized with only $3 (no debt, all equity) and &

" receives from Enron Enron shares valued at $20.

The initial entry made by Enron for this derivative has to be as follows:

Option 20
Capital 20

| am bothered by two things. One, if we mark tn markst the receive leg of this entry, then are we not
marking to market through eamings the change in value of that initial equity transaction. If the above was
@ share settled derivative we would have mada the exact same entry and not marked to market the
transaction subsequent to the initial transaction. !f we mark to market, then we are receiving the
appreciation on the shares we gave up. ‘

Second, | believe this SPE is nonsubstantive. This entity is capitafized with all equity and that equity is

only 3% of the raional-amount of the risk it is providing protection for? Not to worry, because it now has
these Enron shares that will increase in vaue. If the int2met Co. stock falls and Enron share value

AAHEC (2) 03448.1



increases, SPE pays Enron for the Internet Co. risk from appreciation on Enron shares. |
stock rises and Enron share value increases, SPE pays Enron based on appreciation in '
intemet Co. stock falls and Enron share value falls, SPE pays Enron $3. | do not see W/
{particularly this SPE) has any substance.

QUESTION NO. 3

What is meant in the consensus by the term EXPECTED SUBSTANTIVE RESIDUAL RISKS? Does
it mean the 90 percent threshold specified in pangnph?(d)ofSutemenﬂSa?

What amount qualifies as a substantive residual equity capital investment (condition (3} of the
consensus)?

RESPONSE

In these transactions, the significant elements of management and control over the leased asset
generally are specified by contract when the lease is negotiated and the SPE is established.
Certain of these elements of management and control raise concerns on the part of the SEC staff

* with respect to who possesses the risks and rewards of ownership of the leased asset. These
include elements such a nonsubstantive lessor without equity at risk, a lessee who has the ability
to realize all appreciation and bears substantia] risk of depreciation, and a lessee who act as the
construction agent and selling agent and who is at more than nominal risk. In determining if a
registrant has substantive residual risks and rewards of the leased asset (condition (2) of the
consensus), the SEC staff would review a transaction to determine if the lessee has these or
similar elements of management and control. If the lessee would reasonably be expected to bear
the substantive residual risks and receive rewards due to such elements, the SEC staff would
consider condition (2) to be met. This would be a judgmental decision based on the spedific facts
and circumstances of each transaction, and does not involve the 90 percent determination as set
forth in Statement 13.

The initial substantive residual equity investment shoald be comparable to that expected fora
substantive business involved in similar leasing transactions with similar risks and rewards. The
SEC staff understands from discussions with Working Group members that those members
believe that 3 percent is the minimum acceptable investment. The SEC staff believes a greater
investment may be necessary depending on the facts and circumstances, including the credit
eample, the cost of borrowed funds for the transaction might be indicative of the risk associated
with the transaction and whether an equity investment greater than 3 percent is needed.

As the consensus states, the investment should be at risk with respect to the leased asset for the
entire term of the lease. The investment would not be considered to be at risk, for example, if the
investor were provided a letter of credit or other form of guarantee on the initial investment or
mmmﬂmmAnmmtwmﬂpayabhisudbﬁuSPEwmﬂdmtquaﬂfyummal
substantive residual equity investment at risk.

| have to ask myself why not do straight dea! with Goldman? Theysaidsomemse!ves.iwouldbem
expensive. if they want appreciation in their own shares, why not do an aquity derivative (cash settied)?
Don't want the volatiity. Why is tha SPE not capitalized with 97% debt? Because no bank is dumb
encugh to loan money whose repayment is dependent on changes in value of an intemet stock. By the
way, if they did 5o and Enron guaranteed the debt | wouid have the same issues.

Sa | think the accounting for this is as follows:

ARHEC (2) 03448.2
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1. The SPE is non substantive, They receive no protection on the option, other than $3.

2. Any payments made on the appreciation of stock is in essence an equity transaction. They should
realize no income on this. it looks like they have parked the shares there because they get it back one
way or ancther.

©2000 Andarsen. All rights reserved.
John E. Stewant
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Arthur Andersen
PROFESSIONAL STANDARDS GROUP

m

Te: John E. Stewant@ANDERSEN WO
cc:

Date:  03/04/2001 06:46 PM

From: Carl E. Bass, Houston, 237 /2314
Subject Enron

m

1 know you did not ask for this but | believe you should be at least have a version of what | know about this
Enron "thing” from me. You may share this with anyone you deem appropriate — we are after ail partners
In this Firm and should be able to have an open dialogue about issues, especially those that affect
partners. In addition, ® appears that | have been the subject of some conversation and no one has
discussed this with me directly. So treat this as my own New York Times OpEd piece, expect we are not
discussing Presidential pardons.

Th "thing"

With regard to this “thing," { believe that several points need to be made. There appears to be some sort
of assertion that | have a "probiem" with Rick Causey or somecne at Enron that results in me having some
caustic and inappropriate siant in dealing with their questions. You may recall that when | joined the PSG
on December 1, 1999, Dave Duncan had requested 500-750 hours of my time on Enron specific
consultation. At the time, l/we was/were told that this was cleared with the client. If in fact | had some sort
of "problem,” one would have though that would have surfaced at that time. The client would have vetoed
such an arrangement. In fact, | was told this was sokd to them. Logic would also seern to dictate that if
there was some sort of "problem,” | would have been removed as one of the engagement partners, much
less been placed on it to begin with. Belisve me, if | had some "problem,” | would have never requested o
have been put on the engagement given the complexity and challenges that that engagement entals. So

‘any notion that there is some sort of long, deep seeded animosity needs to be dispelled as it simply is not

true — nor do the facts warrant it. | should also note that | have gone to great iengths to get Causey in
front of standard setters. For example, | was able to get Causey to be a guest at the EITF meeting when
toiling agreements were discussed because they had a vested interest in the accounting for those
transactions. If | had some sort of ax to grind, | would not have even orchestrated that.

With regard to the yearend issues that apparently triggered this “thing with me,” lets go through them one
by one. Again, there was dialogue on process here that | was not party to but apparently | have some sort
of “problem” here. -

1. Blockbuster transaction — Roger Willard and Clint Carlin approached me for about 15 minutes ane
afternoon to discuss two things. One, whether an interest in joint venture could be securitized and two,
what are the requirements to be a joint venture. With respect to the first question, ! said yes as long as it
is accountad for on the equity method. We then discussed the requirements of a joint venture, including
the fact that it had to be a business. The original Blockbuster transaction was simply where Enron was
going to contribute this contract and the other party was going to contribute systems and expertise o
deliver this product to households. | received cne other question from Clint Carlin, dealing with some puts
and calis. About two months later Roger Willard asked whether the equity needed to be 3% of fair value
or book value. At that time | was told that they were going to have some $50 million gain on the sale of
this venture interest immediately after the contract was signed and the venture was entered into.
Furthermore, the other venture partner was not contributing anything. At that time, both you and | had
expressed some concemn about this deal. it should be noted that despite all of the turmoil over this, we
(PSG) did not object to this transaction as it appeared to meet the technical requirements of Statement
125. We relied on the engagement team to address both the definition of a business and the valuation

. issues of immediate gain. The client's proposed accounting nonetheless was sustained. At that time, |
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was aware of another securitization in which the client had provided a side agreement to guarantee the
3% residual equity at risk with the same counterparty in this transaction. Although it is not my job (which |
acknowiedged to the engagement team), | did suggest confirmation as an audit procedure.  bafieve
knowledge of this did prompt us over a weekend to have the engagement team involve various levels of
practice directors in this decision. in effect, this was a very risky transaction and we did not believe that
the PSG should solely be in on this without others.’

With respect to the infamous 4:1 test, they did not follow our advice on this. | did acknowledge several
times with the engagement team that although our test is grounded in GAAP, we did make it upanditis
no where to be found in the accounting literature, '

2. Networks transaction - Tom Bauer involved me on this transaction. It was simitar to the one above but
did involive the sale of an existing Enron business through a securitization transaction. This was probably
the nth step of a series of permutations of this ransaction that | had been involved in since November,
The only late issue on this came after the deal had been signed. This was one of those deals where
Enron contributed a business worth $100. A bank contributed cash totaling $100. The bank did this
through an SPE whereby the residual equity holder contributed $3 and the dabt holder contributed 597. |
was asked after the deal had been signed whether that was OK. We had discussed this issue a jot within
the PSG and had in fact had a client issue with the SEC along these lines. In addition, we had discussed
this issue with the Enron engagement team iast summer 1T which they documented the conciusion that
the equity person would have had to contribute $6. | understand now that the gain on that transaction was
$100 million. In addition, other Enron transactions had been capitalized as we have suggested.

The engagement team went back and had the equity holder contribute additional equity. The equity holdes
in this case was the LIM entity, & reiatad party bacause the CFO is the managing equity member.

3. "Raptor” derivative transactions — Enron has entered into a series of complicated derivatives with a
related party (the CFQ) in which this reiated party CFO wiites options to Enron to protect Enron's
investments in various internet businesses. The capital for the SPE is derived from Enron cash settied
derivatives that are European in that they cash settie at the end of the derivative life. | will honestly admit
that | have a jaded view of these transactions and "dragged miy feet” initially. This was in part due to an
impairment test that Deb Cash had devised to keep these transactions honest The yearend issues dealt
with the impairment test  The engagement team had asked whether these various SPEs couid be cross
collateralized so that losses in one entity could offset losses in ancther. | told them that as long as they
were {ruly cross collateralized that seemed OK. The problem | was told was that the CFO had no reason
to inject a ioss on one vehicie. The clent's proposal was that the vehicies be cross collateralizad but if the
there was a ioss in one vehicle, the CFO had the option to remove the cross collateralization any time he
chose to. Based on how the impairment test was devised, | did not see any way that this worked. In
effect, it was heads | win, tails you iose. The engagement team appeared to be spkt on this — two
partners had a probiem with the client's proposed accounting and one did not. In the end, however, the
engagement team agreed with me as did the Practice Director. It was decided by them to “fix" this feature
before the release of the financial statements, One thing to note was | was tokd that the client never ’
agreed to the impairment test to begin with. So the real issue that | thought had been addressed and
resoived had never been resolved with the client.

One problem | had with Raptor was that the original structure was one in which the PSG was not
consulted on. In that transaction, the SPE had at risk only a nominal amount of equity (less than the 3%
residual at risk of the notional value of an intemet investment). Furthermore the SPE was in a bankrupt
entity so any loss on the derivative could not be funded by the SPE. | understood that there was a $100
million loss on an intemet investment that otherwise should have been raported absent the derivative. At
no time was PSG consulted on the original structure — we did attempt to make sure the subsequent
structures were adequately capitalized.

Those are the yearend issuas. In total they represent about $150 million plus of income or avoided losses
at yearend — and all involved the Practice Director. At no time did | ever have communication with the
client on these issues. All of my communicaticns were solely with the engagement team. You can
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understand then as to how | am perplexed as to how the client even knews | was consuited on with

respect to these issues and how they believe | am too caustic and cynical with respect to their transactions
{see below).

The only other issue that came up post yearend but affected 2000 was the Azurix impaimment. | was
consulted on an impairment issue at the Azurix ievet. | told the engagement team that their facts were a
lithe shaky but if they could prove them then they had a position. [t was not, however, without risk. At the
tima, Azurix was going through a "going private” transaction. The client wanted to record an impaiment in
the fourth quarter. | was also consufted on the impairment issue at the Enron level of its investment in
Azurix. You had told them about 6-9 moths ago that 8-9 months was a good indicator of whethar an
impairment was permanent with respect to that investment. | had repeated that advica post yearend but
by then the investment was under water for about 18 months. | told the engagement partner that it was
judgment — not really PSG's call. | was lold by him that "he had never communicated the oniginal advice
to the client and therefore he could not go in and do so now.” | was led to believe that he went o his
Practice Director. Again, not really our call,

Apparently, part of the process issue stems from the client knowing all that goes on within our walls on our
discussions with respect 1o their issues. | believe that when we are either having discussions or have
reached a decision, the FIRM has done s0. The PSG only gives advice. The engagement partners and
practice directors then reach a decision based on that advica as well as other considerations, but it is the
FIRM that does 0. We should not be communicating with the client that so and so said this and 1 coukd
not get this past so and so in the PSG. | iearned that lesson the hard way when | was senior working for
Gary Gooisby about 17 years ago. | have first hand experience on this because at a recent EITF meeting
some lower level Enron smployes who was with some else from Enron introduced herse!f to me by saying
she had heard my name alot — “so you are the one that will not let us do something.” | have been on
cails where the EA has interrupted the cail saying that so and so was waiting for an answer from me on
this that or the other. In fact, the client called during @ meeting on the Raptor derivative ransactions
between me, the Practice Director, and the engagement team. One of the partners told the EA that
interrupted us that "they were still meeting with Carl.”

| have also noted a trend on this engagement that the question is usuaily couched along the lines “will the
PSG support this? When a call starts out that way, it is my experience that the partner is struggling with
the question and what the client wants to do. But lately managers have been posing their questions that
way.

Let me propose an altemative. The engagement team shouid prepare a memo documenting all aspects
of the transaction as well as the research that supports a conciusion or the conflicting research that ieads
to the grayness. All too often (in fact, without exception), it has lately been a call from a manager with a
flowchart and we then have to siug through It to find the real issues. For example, within the past week
the client proposed placing a contract into a "joint venture.” An interest in the joint venture would then be
sold for a $20-40 million gain. The parties to the joint venture were the same parties to the contract
There were no customers (the customer was the other “venturer™), no process, no business. In fact the
press release was clear that a contract was entered into. There is no mention of a joint venture. In effect,
nothing was accomplished in this transaction except a sale of future revenues. The engagement partner
agreed with my view and in fact had the same view. She was seeking concurrence, | was toid they
booked the transaction any way and that we will propose a PAJE.

Once we conclude on something, or render some advice, the engagement team should deliver that advice
or conclusion as if it was their own. Itis after all the engagement team's responsibility to sign the opinion
- not ours.

. . -~ " " =
€2001 Arthur Andersen. All Rights Resarved. For intemal Use only.
John E. Stewart
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Andersen
ENERGY

T ———.

To: John E. Stewart@ANDERSEN WO, Benjamin S. Neuhausen@ANDERSEN WO, Richard R.
Petersen@ANDERSEN WO, Carl E. Bass@ANDERSEN WO, Jeffrey H. Ellis@ANDERSEN
WO, Debra A. Cash@ANDERSEN WO, Patricia S. Grutzmachen@ANDERSEN WO, Roy
Pineci@ANDERSEN WO, Richard Corge@ANDERSEN WO

ce: Michael C. Odom@ANDERSEN WO

Date:  05/03/2001 04:08 PM

From: David B. Duncan, Houston, 237 / 2518

Subject: Enron Practice Review Request

L

One of the requests of the intemal practice review team for Enron last summer was to confirm PSG
consultation on certain seiected transactions. For a variety of reasons,but mainly my own lack of
proactiveness, this step has not been completed and is necessary for the review team to accomplish final
sign-off of their work.

John and | discussed this some months ago and decided an outline that could faciitate a brief discussion
woukd probably be more efficient than stogging through a number of memos and the practice review team
has concurred. Attached is such an outline.

! will have my assistant, Shannon Adlong, work to sat up what | hope will be brief calls to accomplish this
task over the next couple of daysiweeks. The topics and the suggested participants are listed below.
Ohbviously, if we can kill muttipie topics in any one call or with the fewest participants, that wouid be
preferabie( for instance, it locks like we could hit all the topics with a call to Ben and ancther to Car or
John, although | certainly don't want to preclude anyone's participation). The primary Enron team
participant {(me or Deb) will lead the discussion to walk through the key decisions and ,of course, we will
want to respond to any questions from the review team.

- Let me know of any suggestions or issues with this. Otherwise, thanks in advancea for your help.

Transaction Primary Enron Primary PSG

Condor Duncan Ellis, Neuhausen
Nahanni Cash Neuhausen

EES Bundled K's Cash Stewart Petersen,Bass
LJM Duncan,Cash Stewart,Bass

(As Patty Grutzmacher sesrmned to be involved in ail thase deals, she will also participate on the calls.)

transactionmemosummar

©2001 Andersen. All rights reserved.
John E. Stewan
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Transaction Name: Condor

Date:

Primary PSG Contact: Jeff Ellis

Other PSG Members Consulted:  John Stewart and Ben Neuhausen _

AA Individuals: Dave Duncan, Deb Cash, Patty Grutzmacher and
Kate Agnew

Issue 1:

Should Enron consolidate White Wing?

Resolution:

Since,

* the third party investor had various significant participating rights,

e the third party investor was capitalized with equity based on the capital-at-risk of White Wing as opposed to
the capital-at-risk of Osprey and

*  White Wing met the majority of the joint venture attributes cutlined in APB 18,

we decided that White Wing was appropriately considered a joint venture. As such, the capital-at-risk in the

venture structure should be subjected to the 80/20 test we often apply to ensure that both parties in a

deconsolidated joint venture have enough capital-at-risk to support the shared control characteristics of the

venture.

Also since,

» the venture was being structured by Enron,

* the venture involved financial counterparties and significant financial assets, and

* it was contemplated that the venture would do a substantial amount of business with Enron,
we also determined that the venture should meet the 3~ party equity requirements of an SPE

In summary since,

*  the third party investor had 1) significant participating rights, which included the ability to remove Enron as
the Managing Member with or without cause and shared voting control,

* Enron did not have > B0% of the capital-at-risk of the joint venture and

*  the 3" party residual equity was calculated based on 3% of the capital-at-risk of the joint venture

we decided that Enron should not consolidate White Wing.

Issue 2:
Should Osprey’s total contribution of $1.4 billion represent third party equity at risk in the 80,20 test?

Resolution:

As long as:

» The share settlement agreement was an asset of the joint venture,

* The share settlement agreement goes through the liquidation waterfall like all other joint venture assets,

* The partners had normal liquidation rights with no subjective acceleration and no attachment to any specific
assets within White Wing (no direct collateralization),

* Indemnifications were only on negative capital (i.e., Enron cannot provide indemnifications on Osprey’s initial
investment) '

* Any Enron indemnifications were for pre-existing conditions or were under normal operating agreements and

* Indemnifications on assets purchased from Enron by the venture go into an asset by asset risk/reward transfer
test for purposes of determining if sale treatment was appropriate

then the total contribution made by Osprey should represent third party equity at risk in the 80/20 test.

jJ/3pmignarmacher/deals/otherAransaction memo summary.doc
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Issue 3:
Can Enron recognize gains on the sale of assets to White Wing?

Resolution:

Gains/losses on sales to a joint venture with disproportionate sharing ratios were based on the “incremental
hypothetical liquidation basis™ (i.e., while White Wing was in the first payout where Enron received the first $750
million of gain/loss, Enton will be required to defer 100% of all gains and recognize 100% of all Josses on sales of
assets to White Wing).

Trasnsaction Name: Nahanni

Date: 4% Quarter ‘99

Primary PSG Contact: Ben Neuhausen

Other PSG Members Consulted: None

AA Individuals: Deb Cash and Patty Grutzmacher
Issue 1:

Can the exchange of Treasury Bills for the minority interest of the LP be considered a non-cash activity by Enron
and only be disclosed in the footnotes (related literature SFAS No. 95 paragraph 32 and 70)?

Resolution:

Yes, as long as the Treasury Bills have a maturity longer than 90 days, the transaction would be non-cash and only
require footnote disclosure.

Issue 2
Can Treasury Bills be considered Merchant Investments?

Resolution:
Yes, the Treasury Bills can be considered Merchant Investments; however, Enron’s Merchant Activities footnote
should be changed to include government securities in the description of Merchant Investments.

Issue 3: -
Does the issuance of minority interest require MIPS treatment?

- Resolution:

No, because the minority interest holder’s return was not fixed or guaranteed.

Transaction Name: Bundled Contracts

Date: October 27, 1999

Primary PSG Contact: John Stewart

Other PSG Members Consulted: Rick Petersen and Carl Bass
AA Individuals: Deb Cash and Michael Patrick
Issue 1:

How should EES account for its energy trading activities when bundled with other services in one contract?

Resalution:
Bifurcate the components and account for using applicable guidelines (e.g. SOP 97-2, SOP 81-1, SFAS 133, SFAS 13,

* EITF 98-10, SFAS 125) :

B pmigruamacher/deals/other/transaction MEMO surmnary.doc 2
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Issue 2:
How should EES separate the different service components of the contract if bifurcation is appropriate?

Resolution:
*  Allocate revenue to non-trading activities based on objective verifiable evidence of fair value
. Remainder of revenue allocated to trading (which bears any “discount”)

Issue 3:

How should EES account for subsequent changes in the estimated or actual velumes to be delivered under the
bundled contract?

Resolution:
Captured in trading activity and MTM.

Issue &
How should EES account for subsequent changes in the cost of energy asset management projects?

Resolution:
Recognized as income or loss as the project was performed (j.e. accrual)

Transaction Name: LpMI
Date: 2rd OHr ‘99
Primary PSG Contact:
Other PSG Participants: :
AA Individuals: Dave Duncan
' Patty Grutzmacher

Issuel
Is LM an SPE?

Resolution

Since,

*  The managing member was an Enron related party who was a senior officer of Enron and

. LJ/M's near-term objectives as far as we could observe, included investing in mainly Enron related assets
then L]M shouid be considered an SPE and reviewed for appropriate capitalization and control criteria as such.

Issue 2
Was the minimum capitalization and control requirements met in LJM to support deconsolidation by Enron?

Resolution :

Yes, L]M was capitalized with 19% third party equity (excluding the Managing Members capital) which exceeded
the required 3%. The managing member does not control LJM because the Limited Partners had various
participating rights in investment decisions inclyding the direct approval of any transactions contemplated with
Enron (AALLP audited the LP's approval of the one and only transaction done by L]MI before it was liquidated).

J/23pm/grutzmacher/desis/other/ransaction memo summary.doc _ 3
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Issue 3
Was the transaction between Enron and LJM arms length?

Resolution

Due to the relationship the General Partner of LJM has with Enron, AALLP requested an independent fairness
opinion on each transaction executed between LJM and Enron that cannot be objectively valued otherwise. Also,
all transactions with LJM would require related party disclosure as long as the CFO relationship exists.

Transaction Name: LMo
Date: 4+ Quarter 99
Primary PSG Contact: Carl Bass
- Other PSG Participants:  John Stewart ,
AA Individuals: Dave Duncan, Deb Cash, Patty Grutzmacher, Jennifer Stevenson

Issuel
Was the minimum capitalization and control requirements met in LJMII to support deconsolidation by Enron?

Resolution
Yes, LJMI] was capitalized with 46% ($54 million/$118 million) third party equity (which excludes equity of the
Managing Member) which exceeded the required 3%.

The Managing Member did not control LJMII because the following provisions in the LJMII parinership agreement
‘were considered sufficient to overcome the presumption that the Enron related party, who was the Managing

Member, controls: .

* Although the General Partner had full control over the business and affairs of LJMII, an Advisory Committee
("ACT), which was solely appointed by the GP, had specific duties outlined in the partnership agreement, such
as periodic reviews of asset valuations

* The senior officer was required to promptly provide information to the AC members relating to any transaction
between LJMII and Enron or any of its subsidiaries.

» The GP of LJMII may be removed without cause with the recommendation of two-thirds of the AC and a vote of
Limited Partners that represents 75% of the total LP interests (subsequently amended to require the majority of
the AC and 2/3 of the total LP interests),

* With the consent of the majority, the LPs have the right to remove any AC member without cause.

* The LFP"s have various participating rights (Le., acquisitions above a specified threshold).

Because of the above criteria, we believe that nonconsolidation of LJMII is appropriate. A

J-23pm/prumacher/deals/otheriransaction memo summary.doc 4
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Andersen | ' o
ENERGY , ” - Redacted

To: John E. Stewart@ANDERSEN WO

Date: 09/25/2001 02:05 PM
From: Carl E. Bass, Houston, 237 /2314
Subject. Raptor memos S - oo _ R

FYI.

Forwarded by Car E. Bass on 09/25/2001 02:04 PM

To: Debra A. Cash@ANDERSEN WO, David B. Duncan@ANDERSEN WO, Michael C.
Odom@ANDERSEN WO

cc:

Date:  09725/2001 02:05 PM

From: . .Cad E. Bass, Houston, 237 /2314

Subject Raptor memos

| have several comments on the memos attached to the Lotus Notes from Dave Duncan, dated
September, 14, 2000. Please note that these are the first copies of these memos that | have seen.

1. Memo dated Decambaer 31, 1899 — This memo discusses the second structure, that is LIM li. | was
not consulted on Issues 2 or 3 discussed in this memo. | recall being consulted at some point in the
process on Issue 1 in this memo. This is consistent with Interpretation I-2 (p. 330) in our publication,
Accountipg for Leases.

2. Memo dated March 28, 2000 - The memo should clearly state which issues | was consuited on, those
being Issues 1, 2, and 6. With respect to Issue 2, you may want to consider that the use of the cost
method in effect does not permit any "upside” income effect with respect to Enron share price movement
but that the impairment test for each entity will require any "downside” movement of Enron stock to be
accounted for prior to settlement. With respect to [ssue 6, the memo also implies that the value ofthe
Enron shares used in the impairment test includes the restriction in order to determine fair value (see aiso
third paragraph under caption entitled *Transaction Structure™). | note that the memo dated May 9, 2001 is
inconsistent with that accounting. ! believe the March 28, 2000 memo should make clear that the
valuation of the stock is done using fair value. | am not aware that we ever discussed "how to fair value.”

| was not consulted on the other issues. Finally, | am not aware that 8en Neuhausen was consuited an
any of these issues at the time.

3. Memo dated July 28, 2000 — | was consulted on this issue and agree with the documentation.

4, Memo dated December 28, 2000 — The conciusion impiies that | was consulted with and concurred

with all issues discussed in this memo. That is not accurate. | was only consulted on whether the client
could consider cross collateralized entities in the assessment of the creditworthiness of these entities. My
advice at that time was that in order to assess the creditworthiness of the Raptor entities in their entirety,
all of the Raptor entities would have to be cross collateralized, iegally and substantively, for the fuil and
complete term of the entities. Absent that, each entity wouid have to assessed individuafly. Two other

AAHEC (2)03476.1



altematives were discussed. Those included (1) allowing Enron to cross collateralize in the manner |
discussed above, but that it could be done after yearend but before the reiease of the financial staternents
and (2) allowing Enron to transfer its separate interest in these entities to whichever entity was
experiencing an impairment issue. With respect to alternative (1), although that would achieve true cross
coilateralized entities, the fact that it was accomplished after yearend was an audit and practice question
as there was no definitive authoritative literature, With respect to altemative (2}, | did not believe that
there was any substance to this and you could not use unrecorded vaiue in one instrument to offset a
decline in value in an unrelated instrument. The engagement team's ultimate conclusion as described in
this memo was not one that | was consuited on. Finally, John was not invoived in this consuttation
directly. | did speak to John immediately after our discussions in order to let him know what transpired.

5. Memo dated May 9, 2001 — The assignment issue was also discussed in the consultation surmounding
the creditworthiness issue as | have described in point 4 above (see the December 28, 2000 memo
discussion). | believe that the memo should document my disagreement with that altemative even though
that aiternative was uitimately accepted by the engagement téam.

©2001 Andersen. All rights resarved.
John E. Stewart
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Andersen
Professional Standards Group

To: David B. Duncan@ANDERSEN WO, Debra A. Cash@ANDERSEN WO
cc: Michael C. Odom@ANDERSEN WO

Date: .09/25/2001 02:50 PM

From: Benjamin S. Neuhausen, Chicago 33 W. Monroe, 50 / 72307

Subject: Re: Suggestions on Raptor memos

My only suggestions on the Raptor memos refate to the memo dated March 28, 2000.

1. = The only issues in the memo that | recall being consulted on are Issue 4 on EPS implications and
the EPS implications at the tail end of Issue 3. Therefore, | suggest that the concluding paragraph note
that | was consulted on EPS issues.

2. With respect to the EPS issues in Issue 3, Enron purchased a put. | don't understand how a
purchased put option could be dilutive. If it is net share setfled, Enron will receive shares from the
counterparty when the option is in the money, which is anti-dilutive. If it is physically settled. Enron will
deiiver shares to the counterparty. Because it is a purchased option, hawever, Enron would only exercise
if the strike price were higher than the current market price at the time of axercise, which again is
anti-dilutive. :

3. In the discussion of issue 2, | think the memo would be stronger if it explained why the

_ participation of a senior officer of Enron in LUM-Talon does not provide Enron with an ability to exercise

significant influence over Talon, Some of the discussion from the December 31, 1999 mermo regarding
the powers of the Advisory Committea might be incorporated into the March 31 memo.

©2001 Andersen. All rights reserved.
Benjamin S. Neuhausen
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‘D/’/o/

| Raptor Analysis

I) The company’s calculation of impairment of its receivables from the Raptor entities
through the second quarter indicated an impairment loss of $37 million. That
calculation however, aggregated net losses from one Raptor entity with net gains from
other Raptor entities. If we conclude that that aggregation is inappropriate, the issue is
whether the financial statements are materially misstated, thereby requinng
restatement of the first or second quarter.

2) Had the company applied its impairment czlculation separately for each Raptor entity
(i.e. not aggregated), a preliminary analysis suggests that the impairment loss would
have been materiatly greater. That fact suggests that restatement may be necessary.

3) However, had the company measured its impairment differently, using a method
allowable under GAAP, perhaps the resulting impairment charge would not have been
matcnally different from the $37 million loss the company has recorded. If so, no
restatement may be appropriate.

4) Some of the issues that the company must address are: -

a) Did the company adopt an accounting principle for calculating its m:pamnent
charge in the first and second quarters, even if the company misapplied that .
calculation? That is, does the misapplication of an accounting principle
nevertheless lock the company into that application? Or, is the company free to
choose any acceptable method of evaluating impairment in assssmg whether it
needs to restate?

i) In making this assessment, M recommend that we inform the

Woﬁam conclusion that aggregafion 15 0ot ac e, 50
. t the company can begin the process of determining the possible need for
. festatement.

ii) “Tn evaluating whether the company is free to choose an accounting method,
the company should consider at least: . .- .

(1) Its practice and writien materials related to the m_ transactions i:'rom
inception {early in 2000) to date and to what extent it has defined and
applied a certain method of assessing the impairment of its receivables
from the Raptor entities

(2) Its practice and written materials related to assessing impairment with
other transactions

(3) Any disclosures in its public filings that address its accounting principle or
methods for assessing impairment

b) If the company is free to choose its method, would the following be acceptable
under GAAP?

i) The company would assess whether its receivables are impaired using
judgment, rather than an objective formula, in determining whether it is
probable that the company would not collect its receivables as contractually
due.

AAHEC (2) 03470.1



Raptor Analysis
(continued)”’

u) To guide the company’s judgment, the company would 2pply the following:
‘(1) Derivatives related to certain volatile equity investments are driving many
of the Raptor entities’ liabilities. The company would conclude that any
- derivative indexed to an equity investment that has been “underwater” (i.e.
resulted in a liability related to the derivative) for more than 6 months has
experienced an “other than temporary decline” in value. That is, the
company would value those derivatives at fair value at the date of the
impairment assessment and would not assume that the value of the
underlying equity security would increase in the future.
(2) The company would value any denvatlve related to a company in

that that value of the underlying equity security would increase.

(3) The company would value derivatives on equity investments that are
“close to cash bumout” at their fair value at the date of the impairment
assessment and would not assume that the value of the underlying equity
security would increase in the future. For purposes of this test, close to
cash bumout means that the related entity is consuming cash at a rate that
would eliminate its cash resources, including currently available financing,
within one year from the date of the impairment test. _

(4) For all other derivatives that are driving the Raptor entities’ Liabilitics and
assets, the company would perform some quantitative analysis (using
Monte Carlo simulation or other analysis) to estimate either value or
future cash flows for purposes of assessing impairment. Those methods
necessarily involve considerable judgment. However, the quantitative
analysis should start with and be consistent with the current fair value of
the instrument. )

iii) We would accept the method outlined above, assuming that the company is
. free to choose its method, and it elected to follow an approach with those
attributes. Whether the company needed to restate the first two quarters
would be dependent on the results of applying the method outlined above to
the company's particular facts. '
5) To assist with our analysis of the company’s position, we will need the following
facts:

a) What is the company’s position on whether it is free to choose an accounting
method to assess whether it needs to restate its quarters (see item 4a above) (i.c.
Does the company believe that it has established and accounting policy or method
for assessing impairment for its receivables related to the Raptor entities?)

b} Assuming that the company is free to choose its method of assessing impairment,
which method does is choose? ‘

c) Which companies that are driving Raptor entities” liabilities have been
“underwater” for more than 6§ months?

d) Which companies that are driving the Raptor entities’ liabilities are in
bankruptcy? When did those companies declare bankruptcy?

¢) Which companies that that are driving the Raptor entities’ liabilities are near
*cash burnout™?

Page 2
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Raptor Analysis
(continued)

f) Did the company purchase the equity interest in the Raptor entities in the third
quarter, thereby locking in the total loss from those transactions?
g) Did Raptor hedge with the company a decline in the company’s stock price? If
: 50, when and at what stock price? ,
h) What has the company disclosed to date in its 2000 and first and second quarter
; ( .2001 filings about the Raptor transactions?
! )

Are the company’s receivables from the Raptor entities “loans” (and thus fail
under Statement 114) or “securities” (and fal! under Statement 115)?
j) Within the Raptor entities, is the third party equity always in the most subordinate
! position relative to all other Raptor liabilities and claims?

e i e e ——

Page 3
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ARTHUR
ANDERSEN

To: The Files
From: Dave Duncan
Deb Cash
Patty Grutzmacher
Jennifer Stevenson
Date: December 31, 1999
Subject: LJMII Partnership Structure
Background

We were informed by a senior officer of Enron (CFO) that he saw a unique opportunily to match various
capital providers wanting to diversify into sectors in which he had experience with needs Enron and
other comparies like Enron had for high degrees of third party equity capital. In effect, he wanted to
form his own private equity fund similar to others he had observed in the market place which made
sizable privale investmenls and whose parlicipanis included sophislicated invesiors. He had explored
this notion with other members of Enron's upper management who indicated a willingness for him to
develop this idea. He further indicated that both he and they hoped that he could accomplish this and
remain with the Company. While he and the Company planned to consider and address the obvious
Corporate Governance and Fidudiary responsibility issues, we were asked by he and other members of
Enron management to review the entity as it was developed to determine whether necessary features
existed which would enable Enron to do transactions with the entity that would result in third party
accounting recognition. Qur deliberations with respect to such entity are described below.

Structure

On December 20, 1999, a privale inveslmenl company, LJMII Co-Invesimenl L.P. (“L]MII") was crealed
for the purpose of acquiring or investing in primarily energy-related or communications-related
businesses or actvities,

LIMII was capitalized at formation with $55 million of equity and $63 million of debt capital. As
indicated in the attached diagram (Diagram L), the equity holders are comprised of a senior officer of
Enron (2% ownership and General Partner) and various third party investors (98% ownership). The
composition of the 98% third party investor ownership, which were 51 cntities in total, are as follows:
Financial Institutions (37%), Pension Funds (22%), Independents (19%), Insurance Co. (10%), Other
funds (8%} and Foundations (4%). A portion of the debt was provided by an entity that is wholly
owned by a joint venture in which Enron is a co-owner, and the remaining debt was provided by a third
party bank.

Since LJMII planned to transact at least initially with Enron, we deterntined that we shouid view LIMI]
as an Enron sponsored SPE. We informed Enron Lhal, al some poinl, we mighl reconsider our view of
LJMII as an SPE and that such reconsideration would be based on the number of third party transactions
and the size of those transactions to the operations of the entity as a whole. Since we considered LJMII
to be an SPE, we informed Enron and LJMII that we would subject LJMII to the capital and control tests
set forth in EITF 90-15 and Topic D-14 before any transactions between the two entities could be given
accounling recognilion for Enron. Addilionally, because of the signilicant senior officer involvemenl we
needed to determine that 1) the sendor officer did not control the partnership and 2) certain criteria
existed to provide assurance that all transactions executed between Enron and LIMII involved the input
of the outside investors to preclude the appearance of self dealing.

Issues

J\misc data‘raptor final\jmiiip(3).coc
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ARTHUR ANDERSEN 2

Date: December 31, 1999

Subject: LJMII Partnership Structure

1. Is the minimum SPE capitalization requirement met to support nonconsolidation?

2. Does the control structure support nonconsolidation of the entity for Enron Corp. as a result of the
related party relationship?

3. What are the necessary disclosures?

Issue 1

EITF 90-15 requires SPE slruclures Lo be capitalized with at least 3% third parly residual equily. Asa
result of the scnior officer equity ownership (which we determined should not be given any credit when
determining whether sufficient capital existed when evaluating potential transactions with Enron), we
determined that the required amount of eyuity would need to be 3.02% as upposed to the normal 3% (to
effectively discount for the proportionate share of the officer's ownership). The balance sheet of L]MII
consists of 555 million of funded equity capital and $63 million of debt, Total funded third party equity
of LJMII is $54 million, as indicated on the attached diagram. As this represented approximately 45% of
the total capitalization, we determined that the SPE capital threshold was met with respect to any
transaction LJMII may undertake directly with Enron.

Issue 2

Topic D-14 states that the SEC staff believes that for nonconsolidation by the sponsor to be appropriate,
the majority owner of the SPE must be an mdependent third party who has made a substantive capital
investment in the SPF, has control of the SPE and has substantive risks and rewards of ownership of the
assets of the SPE. The 554 million of L)MII equity that was contributed by third party investors
represents a substantive capital investment. As indicated, a senor officer of Enron serves as the GP of
LIMII and is therefore in control of day-to-day operations of the partnership. To overcome the
presumption of control by the GP (and by association, Enron) for purposes of consolidation, we noted
that the Partnership Agreement included the provision that the GP can be removed without cause with
the recommendation of two-thirds of the AC and a vote of Limited Partners (LP) that represents 75% of
Lhe total LP inlerests. With respect Lo the inclusion of criteria Lo ensure LP involvemenl in Lransaclions
with Enron, we noted that an Advisory Committee (* AC") existed with specific duties outlined in the
partmership agreement, These duties included, amony other things, reviewing and approving all
transactions between LJMIT and Enron or any of its subsidiaries above certain thresholds. We
determined that transactions below the thresholds would probably not be material to Enron, but we
informed management we would have to review such situations on a case-by-case basis. We noted that,
the AC consists of representatives of the limited partners, all of whom we noted were independent from
Enron (2 pension [und represenlalives, 4 [inancial inslilution members, 1 independent and 1 insurance
company). Althouph we noted that the AC members are appointed by the GP, we noted that all other
LP had the right to remove any AC member without cause with the consent of 75% of the LP's. We
concluded that these provisions were sufficient to overcome the presumption that the GP (and by
association Enronj controls and that nonconsolidation of LJMH is therefore appropriate. We informed
the client that, while the removal of the GP without cause feature generally was sufficient to overcome a
presumption of control by the GP, an important consideration was the reasonableness of the ability of
the LP's to do s0. We noted that the existing feature (two-thirds of AC and 75% of the LP's) was at the
very upper limit of what may be acceptable. We encouraged them to request LJMI1 Lo lower these
thresholds before any material transactions were consummated.

Issue 3
Since the GP of LJMII is a related party, as transactions arc entered into with Enron or its affiliates,
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Subject: LJMH Partnership Structure

certain disclosures will be required. We informed the client that the existence of LIMI! will need to be
disclosed, including the related party that serves as the GP of the partnership, as well as the purpose of
the entity. The nature of transactions executed with Enron and Enron affiliates must also be disclosed as
well as any associated gains or losses. We will review the filings and other issuances of financial
statements to ensure all appropriate disclosure requirements are met.

Conclusion
We concurred with Enron that the necessary capitalization and control features had been met for
nonconsolidation of LJMII and that recognition could be given to transactions with LMl as a third

party.

We informed management that this conclusion would need to be reviewed as transactions occurred and
that we would need to address the audit evidene we would require (particularly with respect to the
valuation of transactions between the two entities) on a case-by-case basis as they occurred.

We discussed these issues with Carl Bass and John Stewart of the Professional Standards Group, who
concurred with our conclusions. We also reviewed the formation of this entity and our conclusions with
Mike Odem, Praclice Direclor, Bill Swanson, ABA Head, and Mike Lowlher, concurring parincr.

Additional Note

In addition to the technical accounting issues, we also considered Enron corporate governance issues
related to these bransactons. We discussed with Enron management (other than the sermior officer
involved) their planned activities ta ensure such issues had been considered. We determined that Frron
was receiving advice from internal and external counsel regarding the acceptability of the transactions
and planned to disclose the formation of the entity and any contemplated transactions between the
entily and Enron with lhe Finance Commillee of the Board of Direclors of Enron prior Lo Lheir
completion. In connection with our procedures, we confirmed that all of the above occurred. We also
cnsured that the Audit Committee was made aware of the entity and related transactions.
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To: The Files
From: Dave anw
Deb Cash
Patty Grutzmacher
Jennifer Stevenson
Date: December 31, 1999, as amended, October 12, 2001
Subject: LJMII Partnership Structure
Background

We were informed by a senior afficer of Enron (CFO) that he saw a unique opportunity to match various

sizable private investments and whose participants included sophisticated investors. He had explored
this notion with other members of Encon's upper management who indicated a willingness for him to
develop this idea. He further indicated that both he and they hoped that he could accomplish this and
remain with the Company. While he and the Company planned to consider and address the obvious
Corporate Governance and Fiduciary responsibility issues, we were asked by he and other members of
Enron management to review the entity as it was developed to determine whether necessary features
existed which would enable Enron to do transactions with the entity that would result in third party
accounting recognition. Qur deliberations with respect to such entity are described below.

Stucture

On December 20,1999, a private investment company, LJMIT Co-Investment [P, ("LIMII") was created
for the purpose of acquiring or investing in primarily energy-related or communications-related
businesses or activities.

LJMI was capitalized at formation with 355 million of equity and 563 million of debt capital. As

indicated in the attached diagram (Diagram I), the equity holders are comprised of a senior officer of

Enron (2% ownership and General Partner) and various third party investors (98% ownership). The
composition of the 98% third party investor ownership, which were 51 entities in total, are as follows:
Financial Institutions (37%), Pension Funds (22%), Independents (19%), Insurance Co. (10%). Other funds | -
(8%} and Foundations (4%). A portion of the debt was provided by an entity that is wholly owned bya

joint venture in which Enron is a co-owner, and the remaining debt was provided by a third party bank.

Since LTMII planned to transact at least initially with Enron, we determined that we should view L]M as
an Enzon sponsored SPE. We informed Enron that, at some point, we might reconsider our view of L]MII
as an SPE and that such reconsideration would be based on the number of third party transactions and
the size of those transactions to the operations of the entity as a whole. Since we considered LJMII to be
an SPE, we informed Enron and LJMII that we would subject L]MI to the capital and control tests set.
forth in EITF 90-15 and Topic D-14 before any transactions between the two entities could be given
accounting recognition for Enron. Additionally, because of the significant senior officer involvement we
needed to determine that 1) the senior officer did not control the partnership and 2) certain criteria existed
to provide assurance that all transactions executed between Enron and LM involved the input of the
outside investors to preclude the appearance of self dealing.

J\misc datavraptor finalljmiilp(3)_final.doc
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Date: December 31, 1999
Subject: LIMII Partnership Structure
Issues

1. Is the minimum SPE capitalization requirement met to support nonconsolidation?

2. Does the control structure support nonconsolidation of the entity for Enron Corp. as a result of the
related party relationship? '

3. What are the necessary disclosures?

Jssuel - :

EITF 90-15 requires SPE structures to be capitalized with at least 3% third party residual equity. Asa
result of the senior officer equity ownership (which we determined should not be given any credit when
determining whether sufficient capital existed when evaluating potential ransactions with Enrcn), we
determined that the required amount of equity would need to be 3.02% as opposed to the normal 3% (o
effectively discount for the proportionate share of the officer's ownership). The balance sheet of LJMII
consists of 55 million of funded equity capital and $63 million of debt. Total funded third party equity of
LJMII is $54 million, as indicated on the attached diagram. As this represented approximately 45% of the
total capitalization, we determined that the SPE capital threshold was met with respect to any transaction
L/MII may undertake directly with Enron.

-We discussed this issue with Carl Bass and john Stewart of the Professional Standards Group, whe
concurred with our conclusions.

Issue 2

Topic D-14 states that the SEC staff believes that for nornconsolidation by the sponsor to be appropriate,
the majority owner of the SPE must be an independent third party who has made a substantive capital
investment in the SPE, has control of the SPE and has substantive risks and rewards of ownership of the
assefs of the SPE. The $54 million of LJMII equity that was contributed by third party investors represents
a substantive capital investment. As indicated, a senior officer of Enron serves as the GP of LJMII and is
therefore in control of day-to-day operations of the partnership. To overcome the presumption of control
by the GP (and by assodation, Enron) for purposes of consolidation, we noted that the Partnership
Agreement included the provision that the GP can be removed without cause with the recommendation .-
of two-thirds of the AC and a vote of Limited Partners (LF) that represents 75% of the total LP interests.
With respect to the inclusion of criteria to ensure LP involvement in transactions with Enron, we noted
that an Advisory Committee (“AC™) existed with specific duties outlined in the partnership agreement.
These duties included, among other things, reviewing and approving all transactions between LJMII and
Enron or any of its sbsidiaries above certain thresholds. We determined that transactions below the
thresholds would probably not be material to Enron, but we informed management we would have to
review such situations on a case-by-case basis. We noted that, the AC consists of representatives of the
limited partners, all of whom we noted were independent from Enron (2 pension fund representatives, 4

- financial institution members, 1 independent and 1 insurance company). Although we noted that the AC
members are appointed by the GP, we noted that all other LP had the right to remove any AC member
without cause with the consent of 75% of the LP's. We concluded that these provisions were sufficent to
overcome the presumption that the GP (and by association Enron)controls and that nonconsolidation of
LTMIL is therefore appropriate. We informed the client that, while the removal of the GP without cause
feature generally was sufficient to overcome a presumption of control by the GP, an important
consideration was the reasonableness of the ability of the LP's to do so. We noted that the existing feature
(two-thirds of AC and 75% of the LP's) was at the very upper limit of what may be acceptable. We

AAHEC (2) 03384.2



. ARTHUR ANDERSEN : 3

Date: December 31, 1999

Subject: LJMII Partnership Structure

encouraged them to request L]MII to lower these thresholds before any material transactions were
consummated.

Issue 3
Since the GP of LJMII is a related party, as lransactions are entered into with Enron or its affiliates, certain
disclosures will be required. We informed the client that the existence of LJMI will need to be disclosed,
including the related party that serves as the GP of the partnership, as well as the purpose of the entity.
The nature of transactions executed with Enron and Enron affiliates must also be disclosed as well as any
associated gains or losses. We will review the filings and other issuances of financial statements to ensure
all appropriate disclosure requirements are met.

Conclusion :
We concurred with Enron that the necessary capitalization and control features had been met for
nonconsolidation of LJMII and that recognition could be given to transactions with LJMII as a third party.

We informed management that this conclusion wouid need to be reviewed as transactions occurred and
that we would need to address the audit evidence we would require (particularly with respect to the
valuation of transactions betwesn the two entities) on a case-by-case basis as they occurred.

We discussed the formation of this entity and our conclusions with Mike Odom, Practice Director, Bill
Swanson, ABA Head, and Mike Lowther, concurring partner, concurred with our conclusions.

Additional Note

In addition to the technical accounting issues, we also considered Enron corporate governance issues

related to these transactions. We discussed with Enron management (other than the senior officer

involved) their planned activities to ensure such issues had been considered. We determined that Enron

was receiving advice from internal and external counsel regarding the acceptability of the transactions b
and planned to disclose the formation of the entity and any contemplated transactions between the entity -
and Enron with the Finance Committee of the Board of Directors of Enron prior to their completion. In
connection with our procedures, we confirmed that all of the above occurred. We also ensured that the

Audit Committee was made aware of the entity and related ransactions.

AAHEC (2) 03384.3



Memo ANDERSEN

To The Files

From Dave Duncan
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Detc March 28, 2000

Subject Raptor Transaction

Purpose
The creation of a vehicle used to hedge Enron’s exposure related to equity mvestments {accounted for under
either fair value or accrual accounting).

Transaction Structure

Under the transaction structure shown in the attached diagram (Exhibit 1), Enron. Harrier LLC {Harner). a
whollv-owned subsidiary of Euron, and Talon LLC (Talon) executed z series of agreements that result in
Harrier acquiring the right 1o execute equity swap transactions up to a notional amount of $1 billicn, or
purchase put options through the conversion of a $400 nuillion note receivable from Talon LLC into option
premiums. Talon is an SPE that is capitalized by LIMIL. a third party equity holder, who serves as the
managing equity holder of Talon, and Enron Corp. who has a preterred LP interest. LIMI is a related
party entity (See LIMII memo in 4™ quarter file for an explanation of the relationship).

In the structure, Talon receives the following from Harrier:

A $50 million interest bearing note receivable. payable quarterly @, 7%,

3.739,175 shares of Enron common stock which is restricted from sale for 3 vears,

A contingent right to 3,876,753 of Enron commeon stock which could be delivered to Taton during
2003, subject to certam conditions being met (the "contingent forward") and which would be restricted
from sale unul 2005

4. A premium of $4 Imillion for writing an Enron common stock share settled put option on 7,171 418
shares at a strike price of $57.50/share, which expires 6 months from the closing date; and

A nominal net capital contribution of $1.000 from Enron for its preferred LP interest.

53 N

N

The value of the Enron shares. given the restrictions. has been determined to be approximately $350
million, as compared to the current value of a similar number of unrestricted Enron shares in the public
market, which would be approximately $336 million.

Jimisc data‘raptor finalraptor Braptormemo(2) marked.doc
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Harner receives the following from Talon:

1. A $400 million note receivable that is convertible into option premiums. subject to Talon approval.

2. The ability to enter into derivatives, subject to Talon's approval. with a cumulative notional anount of

$1 billion;

A non-voting preferred hirmted Labilitv company interest in Inlon: and

4. A put option on Enron common stock whereby Enron has the obligation to deliver Enron shares to
Talon for settlement below a stock price of $57.50.

3

The obligations under this transaction will terminate upon the earliest occurrence of one of the following:
(DApril 18. 2003, (2)the datc cither Talon or Harricr wish to terminatc the agreement provided the proper
noticc 1s given, and {3)a default cvent. as defined 1n the various transaction documents. Termination of this
agreement by onc of the above circumstances only terminates Harrier's right and Taton's obligation to
execule additicnal derivatives. Previously execuled derivatives will remain in effect and do not
automatically terminate without mutual consent of the parties.

Issues

1. Does the structure of Talon meet the minimum control requirements of a special purpose entity that
supports non-consolidation by Enron? What are the initial and ongoing capitalization requirements of
the SPE?

How should Enron account for its preferred limited liability companv interest in Talon?

How should Enron account for the purchased share-settled put option?

What is the proper accounting for the contingent forward sales contract?

How will the value of the derivative transactions be substantiated?

What is the impact of Talon’s credit worthiness on the value of the derivative instruments to Harrier?
What are the required disclosures in the Enron Corp. financial statements as a result of the transaction?

=

Issue

The sponsor of the Talon SPE is Harricr. As mentioncd, the SPE was capitalized by an indcpendent third
parly member, LIMIL who infused $30 million of ¢quity as its initial capital investment that will be at risk
during the term of the structure. Harrier, who also made a $1,000 capital investment, serves as (he olher
member of the SPE. In analyzing whether non-consolidation is appropriate, specific control criteria must
be met, and the initial and ongoing capital investment must be 3% of the total assets of the SPE.

Control Requirements

Based on Topic D-14, “Transactions Involving Special-Purpose Entities,” the SEC staff believes that for
non-consolidation recognition by the spotsor to be appropriate, the majority owner of the SPE must be an
independent third party who has made a substantive capital investment in the SPE, has control of the SPE
and has substantive risks and rewards of ownership of the assets of the SPE.

AAHEC (2)01529%9.2
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LIMII serves as the managig member of the SPE. Harrier has no involvement in the management or
operations of the entity. Therefore the control requirements are met

Capital Requirements
The typical capital requirement of an SPE is 3% residual equity at nisk of the total assets of the entity m
question. In considering this requirement as it relates to lalon. we considered the following:

I. The required equity capetal was coming from LIMII. an investment partnership we knew to ) include
an Enron employee among its capital participants and 2) have debt in its overall capital structure.
Accordingly, we needed to determine that the capitaj we were considering in our test was not
attributable to the Enron cmplovee (we had previously determined that we would not consider such
capital as "qualifving" cquity capital as it rclated to structurcd transactions with Enron) or borrowed
capital (which docs not gualify in any instance). We reviewed LIMITs balance shect to confirm it had
sufficient equity capital to finance its contribution 1o Talon exclusive of its debt capital and the Enron
employee capital. We determined this to be the case and concluded that all of the LIMII contribution
could be considered for purposes of the required capital test. We grossed-up the required capital
amount to effectivelv discount the Enron emplovee's proportionate share of LIM 11 capital.

We discussed this issue with John Stewart of the Professional Standards Group who concurred with
our con¢lusions,

2. Asa part of the transacticn origination, we noted that organizational expenses were being paid by
Harrier directly to apptlicable third party vendors on behalf of Talon. Because these expenses are
incurred by the SPE. but paid by Enron, we determined that thev should be included in the 3% capital
requirement analvsis consistent with how we have seen this situation addressed in other SPE situations
in practice.

a2

It was contemplated that Talon would be entering into derivative transactions which night include
swaps. Typically swaps donc "at-thc-monev” have little to zcro assct value at oripination. We noted
that using zero as the asset value for purposes of determining the minimum required amount of capital
for these type instruments may nol be reasonable, particularly as the instruments notjonal amount
(maximum potential for loss) increased. We informed the company that we believed the minimum
should be calculated on the notional amount (maximum potential for loss) of any such instruments and
that we would follow that principle in applying the test.

We discussed this issue with Joln Stewart, Professional Standards Group, who concurred with our
conclusions.

Although the option to redesignate eamings of the entity to capital at risk (sec Redesignation memo
dated March 28. 2000} is ava:lable. the terms of this transaction structure does not meet critena 4:
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therefore, redesignation is not available. Thercfore, as the maximum cxposurc of the cntity changes
(i.e through leveraging Talon or increasing the notional capacity of derivatives), LIMII will be
required to provide additional equity to capitalize the entity.

We discussed all the above matters in Issue | with Carl Bass of the Professional Standards Group who
concurred with our conclusions.

Issue 2

Harner's preferred interest in Talon gives Enron the right to receive earmimgs from the entity that exceed
certain earnings thresholds of the LIMII member as stated in the Talon Partnership Agreement. We noted
that this intcrest is only scitlable in cash (i.c., Enron cannot take any Enron sharcs Talon may hold in
scttlement). We considered whether it should be viewed as a derivative instrument. However, bascd on the
form of the investment and the definition of a derivative as stated in SFAS 133, the form of the instrument
is an investment and therefore should not be accounted for as a derivative.

Based on Topic D-46. a limited partnership investment should be accounted for using the equity method
unless the investor’s interest "is so miror that the limited partner mav have virtually no influence over
partnership operating and financial policies.” The SEC staff understands that practice generally has
viewed investments of more than 3 to 5 percent to be more than minor. As indicated in the Issue 1
discussion, Harrier, Enron’s wholly owned subsidiary, has an investment of less than 1% and no voting
rights as a member. (See also memo dated December 31, 1999 regarding the powers of the Advisory
Committee and LF's). Accordingly. we concluded that the investment should be accounted for under the
cost method on the balance sheet of Enron Corp.

We also noted that the result of the structure could be that. through this investment or through its other
transactions with Talon. Enron may generate a gain (or offset losses) with economic benefits from Talon
that couid include the effects of changes in value of its own stock. Important to our consideration of this
potential was that 1) the stock was to be considered issued and outstanding and 2) Talon had effective
owncrship of the risk and rewards of the sharcs and 3) Enron had no rights to ultimate settlement of
anything that may accrue to Enron in shares (Enron could only receive settlement in cash). We noted that.
when evaluated as 2 whole, the structure had analogous characteristics (o a derivative in Enron's own stock
settlable only in cash. As the change in value of such derivatives is required to impact income, we
concluded that this potential outcome as it related to Talon was acceptable.

We discussed this issuc with Carl Bass of the Professional Standards Group who concurred with our
conclusions.

Issue 3

Enron purchased an option for $41 million whereby Enron has the right to put 7.171.418 shares of Enron
common stock to Talon at a strike price of $57.50, the settlement of which 15 1n the form of Enron shares.
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The put option was ¢xccuted at market and contains the normal termination provisions granted under an
ISDA Swap Agreement. Based on EITF 96-15 “Accounting for Derivative Financial Instruments Indexed
to, and Potentially Settled in, a Company’s Own Stock.” contracts whose settlement is indexed to the
company’s own stock should follow specific accounting treatment based on the settlement method which
could be share or cash settled. In March 2000, the EITF reached a consensus on EITF 00-7. ~Applhcation
of Issue No. 96-13 to Equity Derivative Instruments ‘That Contain Certain Provisions FThat Require Net
Cash Settlement It Certain Events outside the Control of the lssuer Occur” which states that contracts that
may require a cash payment by the issuer upon the occurrence of future events outside the control of the
issuer cannot be accounted for as equity. Because this purchased put option 18 indexed to Enron’s stock
and is settled only in shares at Enron’s option, we determined that this contract should be accounted for as
an cquity instrumcent. Accordingly. the cost of the option should be accounted for through cquity as
opposcd to income. This treatment is also appropriate for the valuc of any sharcs indicated te be
deliverable under the terms of the instrument as it is cvaluated on a current market basis at cach reporting
date. In addition, any shares so indicated should be included in the EPS calculation for such period,
assuming they are dilutive.

We discussed the EPS issue with Ben Neuhausen of the Professional Standards Group who concutred with
our conclusions.

Issue 4

The shares under the contingent forward sales contract between Harrier and Talon are currently issued and
outstanding for purposes of calculating EPS for Enron Corp. Through this structure, Harrier has the
obligation to deliver approximately 3.8 million of these shares if the value of each share equals or exceeds
$50.00. If the price of these shares is below $50.00. Talon bears the risk. As a result. AA's view Is that
these shares should be included in the number of issued and outstanding shares.

We discussed this issue with Ben Neuhausen of the Professional Standards Group who concurred with our
conclusions.

Issne 5

Al the close of the transaction, no derivative instruments were executed other than Enron’s purchused pul
option which was priced at market. However, until the termination of the entity. Harrier has the right 1o
execule equity swap and option positions with Talon, subject to Talon's approval. Because it will be
important o ensure that all transactions are priced at fair value, we informed the company that we will
likely request an independent third party appraisal or a fairness opinion on the value if it is not readily
confirmable by us using available public or other third party information.

Issue 6

As the denivative instruments are valued, assets or liabilities will be recoghized on the books of Talon and
Harrier since these instruments will be carried at fair value. Consistent with the valuation of all
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derivatives. the valuc recognized by cach party will be subject to the capacity of the other party to
financially fulfill the obligation (i.e. creditworthiness). As a result. the credit ability of the other party will
be factored into the value of the denivative. Therefore. as Harmier records an asset based on the value of the
denvatives, its value will represent Talon's ability to pay. Talon’s credit capacity is represented by the fair
value of Talon’s net assets. This includes the fair value of the Enron stock at the date of valuation. As a
result, AA will review each quarter of Enron’s calculation supporting the value of denivative instruments
relative to Talon’s credit capacity

We discussed this issue with John Stewart and Carl Bass of the Professional Standards Group who
concurred with our conclusions.

Issue 7

The managing member of Talon is an Enron rclated party and derivative transactions arc exccutod botwoen
a wholly owned Enron subsidiary, Harrier, and Talon. As a result, certain disclosures are required. A
description of the structure, its purpose and the related party nature of the parties involved should be
reflected in the footnotes to the financial statements submitted in 10-Q and 10-K filings. We will review
these filings to ensure all appropriate disclosure requirements are met,

Conclusion

We discussed the features of the structure with Mike Odom. Practice Director and Mike Lowther,
concurring partner, who concurred with our conclusions.
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Subject Raptor Transaction

Purpose
The creation of a vehicle used to hedge Enron's exposure related to equity investments {accounted for under
either fair value or accrual accounting).

Transaction Structure

Under the transaction structure shown in the attached diagram (Exhibit 1), Enron. Harrier LLC (Harrier). &
whollv-owned subsidiary of Enron. and Talon LLC (Talon) executed a serics of agreements that result in
Harrier acquiring the right to execute equity swap transactions up to a notional amount of $1 billion, or
purchase put options through the conversion of a $400 million note receivable from Talon LLC into option
premiums. Talon is an SPE that is capitalized by LIMIL a third party equity holder, who serves as the
managing equity holder of Talon. and Enron Corp. who has a preferred LP interest. LIMII is a related
party catity (Sec LIMIL memo in 4" quarter file for an cxplanation of the rclationship).

In the structure, Talon receives the following from Harmer:

1. A 350 million interest bearing note receivable, pavable quarterly a T,

3.739,175 shares of Enron common stock which 1s restricted from sale for 3 years;

A contingent right to 3,876.755 of Enron common stock which could be delivered to lalon during

2003, subject to certain conditions being met (the "contingent forward”) and which would be restricted

from sale until 2005 :

4. A premium of $4 1mtllion for writng an Enron common stock share settled putoptionon 7,171.418
shares at a strike price of $57 30/sharz, which expires 6 months from the closing date: and

5. A nominal net capital contribution of $1,000 from Enron for its preferred LP interest.

w
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The value of the Enron sharcs. given the restrictions. has been detenmined to be approximately $330
miilion, as compared to the current value of a similar number of unrestricted Enron shares in the public
market. which would be approximately $336 million

Harner recetves the tollowing from Talon:

1. A $400 mulhion note recervable that 1s convertible into option premums. subject to lalon approval,

2. The ability to enter nto demvatives. subject to Talon's approval. with a cumulative notional amount of
$1 billion:

3. A non-voting preferred limited liability company interest in Talon: and

4. A put option on Enron common stock whereby Enron has the obligation to deliver Enron shares to
Talon for scttlement below a stock price of $37.30.

The obligations under this transaction will terminate upon the carlicst oceurrence of onc of the following:
(1) Apnl 18, 2005. (2)the date either Talon or Harrier wish to teminate the agreemeni provided the proper
notice is given, and (3)a default event, as defined in the various transaction documents. Termination of this
agreement by one of the above circumstances only terminates Harrier's right and Talon's obligation to
execute additional derivatives. Previously executed derivatives will remain in effect and do not
automaticaliy terminate without mutual consent of the paries.

Issues
1. Does the structure of Talon meet the minimum control requirements of a special purpose entitv that

supparts non-consolidaton by Enron? What are the initial and ongoing capitatization requirements of
the SPE?

2. How should Enron account for its preferred limited liability company interest in Talon?

3. How should Enron account for the purchased share-settled put option?

4. What is the proper accounting for the contingent forward sales contract?

3. How will the value of the derivative transactions be substantiated?

6. What 1s the impact of Talon’s credit worthiness on the value of the derivative instruments to Harrier”
7. What arc the required disclosures in the Enron Corp. financial statements as a result of the transaction”
Issue 1

The sponsor of the Talon SPE is Harrier. As mentioned, the SPE was capitalized by an independent third
party member, LIMIL who infused $30 million of equity as its initial capital investment that will be at risk
during the term of the structure. Harrier. who also made a $1.000 capital invesiment. serves as the other
member of the SPE. In analvzing whether non-consolidation is appropriate, specific control criteria must
be met. and the initial and ongoing capttal investment must be 3% of the total assets of the SPE,

Control Requirements

Based on Topic D-14. “Transactions Involving Special-Purpose Entities.” the SEC staff beheves that for
non-consolidation recognition by the sponsor to be appropriate. the majonty owner of the SPE must be an
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independent third party who has made a substantive captal investment in the SPE. has controt of the SPE
and has substantive nisks and rewards of ownershup of the assets of the SPE.

LIMII serves as the managing member of the SPE. Harnier has no invoivement in the management or
operations of the entity. Therefore the control requirements are met,

Capital Requirements
The typical capital requirement of an SPE is 3% residual equity at nsk of the total assets of the entity in
question. In considering this requirement as it relates to Talon, we considered the following:

1. The required cquity capital was coming from LIMIL. an investment partnership we knew to ) include
an Enren cmployce among its capital participants and 2) have debt in its overall capital structurc.
Accordingly, we needed to determing that the capital we were considering in our tost was not
attributable to the Enron employvee (we had previously determined that we would oot consider such
capital as "qualifving” equiry capital as it related to structured transactions with Enron) or borrowed
capital (which does not qualify in anv instance). We reviewed LIMIT's balance sheet to confirm it had
sufficient equity capital to finance its contribution to Taton exclusive of its debt capital and the Enron
employee capital. We determined this to be the case and concluded that all of the LIMII contribution
could be considered for purposes of the required capital test. We grossed-up the required capital
amount to effectively discount the Enron emplovee's proportionate share of LIM II capital

We discussed this issue with John Stewart of the Professional Standards Group who concurred with
our conclusions.

2. As a part of the transaction origination. we noted that organizational expenses were being paid by
Harrier directly to applicable third party vendors on behalf of Talon. Because these expenses are
incurred by the SPE, but paid by Enron. we determined that they should be included in the 3% capital
requirement analysis consistent with how we have seen this situation addressed in other SPE situations
in practice.

(V3]

It was contemplated that Talon would be entering into derivalive transactions which might include
swaps. Typically swaps done "at-the-money” have little to zero asset value at origination. We noted
that using zero as the asset value for purposes of determuning the minimum required amount of capital
for these type instruments may not be reasonable. particularly as the instruments notional amount
{maximuin potential for loss) increased. We informed the company that we believed the minimum
should be calculated on the notional amount (maxinuun potential for loss} of any such instruments and
that we would follow that principle in applving the test.

We discussed this issue with John Stewart, Professional Standards Group. who concurred with our
conclusions.
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Oate March 28, 2000
Subyect Raptor Transaction
Page 4of6

Although the option to redesignate eamungs of the entitv to capital at risk (see Redesignation memo
dated March 28 2000) is available, the tenns of this transaction structure does no! mest criena 4.
therefore, redesignation is not available  Therefore. as the maximum exposure of the entiny changes
{i ¢ through leveraging Taion or increasing the noticnal capacity of denvatives). LIMII will be
required 1o provide additional equity to capiaize the entity.

We discussed all the above matters in Issue T with Carl Bass of the Professional Standards Group who
concurred with our conclusions

Issue 2

Harner's preferred interest in Talon gives Enron the right to rocerve camings from the entty that exceed
certain camings thresholds of the LIMIT member as stated in the Talon Partnership Agreement. We noted
that this interest is only seftfable in cash (i.¢., Enron cannot take any Enron shares Talon may hold in
settlement). We considered whether it should be viewed as a derivative instrument. However. based on the
form of the investment and the definition of a derivative as stated in SFAS 133, the form of the instrument
15 an investment and therefore should not be accounted for as a derivatve.

Based on Topic D-46. a limited partnership investment should be accounted for using the equity mathod
unless the investor's interest "is so minor that the limited partner mayv have virtually no influence over
partnership operating and financial policies.” The SEC staff understands that practice generaliv has
viewed investments of more than 3 to 3 percent to be more than minor. As indicated in the Issue |
discussion. Harrier. Enron’s wholly owned subsidiary. has an investment of less than 1% and no voung
rights as a member. (Se¢ also memo dated December 31, 1999 regarding the powers of the Advison
Commuttee and LP's). Accordingly. we concluded that the investment should be accounted for under the
cost method on the balance sheet of Enron Corp.

We also noted that the result of the structure could be that. through this investment or through its other
transactions with Talon. Enron may generate a gain (or offset losses} with economic benefits from Talon
that could include the effects of changes in value of its own stock. Important to our consideration of this
potential was that 1) the stock was to be considered issucd and outstanding and 2) Talon had cffective
ownership of the risk and rewards of the shares and 3) Enron had no nights to ultimate scttlement of
anvthing that may accrue to Enron in shares (Enron could only receive settlement in cash). We noted that.
when evaluated as a whole. the structure had analogous characteristics to a derivative i Enrou's own stock
settiable only in cash. As the change 1n value of such derivatives is required to impact income. we
concluded that this potential outcome as it related to Talon was acceptablz.

We discussed this issue with Carl Bass of the Professional Standards Group whe concurred with our
conclusions

Issue 3
Enron purchased an option for $41 million whereby Enron has the right o put 7.171.418 shares of Enron
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common stock to Talon at a stnke pnce of $57 50, the sertlement of which 1s 11 the form of Enron shares.
The put option was executed at market and contains the normal termination provisions granted under an
ISDA Swap Agreement. Based on EITF 96-13 “Accounting for Denvative Financial Instruments Indexed
to. and Potentially Settled in. a Company’s Own Stock.” contracts whose settiement is indexed to the
company s own stock should follow specific accounting treatment based on the settlement method which
could be share or cash settled. In March 2000. the EITF reached a consensus on EITF 00-7. “Application
of Issue No 96-13 to Equity Derivative Instruments That Contain Certain Provisions That Require Net
Cash Settiement If Certain Events outside the Control of the Issuer Occur™ which states that contracts that
may require a cash payment by the issuer upon the occurrence of future events outside the control of the
issucr cannot be accounted for as cquity. Becausc this purchased put option 1s indexed to Enron’s stock
and is settied only in sharcs at Enron’s option. we determincd that this contract should be accounted for as
an cquity tnstrument.  Accordingly. the cost of the option should be accounted for through cquity as
opposcd to income. This treatiment is also approprate for the valuc of any sharcs indicated to be
dchiverable under the terms of the instrument as it is cvaluated on a current market basis at cach rcporting
date. In addition. any shares so indicated should be included in the EPS calculation for such period.
assumung theyv are dilutive.

We discussed the EPS 1ssue with Ben Neuhausen of the Professional Standards Group who concurred with
our conclusicns.

Issue 4

The shares under the contingent forward sales contract between | larrier and Talon are currentlv issued and
outstanding for purposes of calculating EPS for Earon Corp. Through this structure, Harrier has the
obligation to deliver approximately 3 8 million of these shares if the value of each share equals or exceeds
$50.00. If the price of these shares is below $50.00, Talon bears the risk. As a result. AA's view is that
these shares should be inctuded in the number of issued and outstanding shares.

We discussed this issue with Ben Neuhausen of the Professional Standards Group who concurred with our
conclusions.

Issue §

At the close of the transaction. no derivative instruments were executed other than Enron’s purchased put
option which was priced at market. However, until the termination of the entity, Harrier has the right to
execute equity swap and option positions with Talon, subject to Talon's approval. Because it will be
important 10 cnsurc that all transactions arc priced at fair valuc, we informed the company that we will
likely request an independent third party appraisal or a faimess opinion on the value if it is not readily
confirmable by us using available public or other third party information.

Issue 6

As the derivative instruments are valued. assets or liabilities will be recognized on the books of Talon and
Harrier since these instruments will be carried at fair value. Consistent with the valuation of all
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denvatives, the valuc recognized by cach party will be subject to the capacity of the other parny to
financially fuifill the obligation (i.e. creditworthiness). As a result. the credit ability of the other party will
be factored into the value of the denvative. Therefore. as Harrier records an asset based on the value of the
denvatives, its value will represent Talons ability to pay. Talon's credit capacity is represented by the fair
value of Talon's net assets. Thus includes the fair value of the Enron stock at the date of valuation As a
result. AA will review each quarter of Enron’s calculation supporting the value of denvative instruments
relative to Talon’s credit capacity

We discussed this issue with John Stewart and Carl Bass of the Professional Standards Group who
concurred with our conclusions.

Issue 7

The managing member of Talon is an Enron rclated party and derivative transactions arc cxccuted between
a whelly owned Enron subsidiary, Harrier, and Talon. As a result, certain disclosures are required. A
description of the structure, its purpose and the related party nature of the parties involved should be
reflected in the footnotes to the financial statements submitted in 10-Q and 10-K filings. We will reviaw
these filings to ensure all appropriate disclosure requirements are met.

Conclusign

We discussed the features of the structure with Mike Qdot, Practice Director and Mike Lowther,
concurring partner, who concurred with our conciusions,
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Subject Raptor 3 Transaction

Background

During the third quarter Enron structured a transaction (Raptor 3) that effectively produces the same results as the
Raptor L H and 1V transactions that were previously executed during the vear. Although the structure of Raptor 3
is slightly different, it provides Enron with additional capacity to hedge its exposure to certain investments.

Transaction Structure

As detailed in the attached diagram (Exhibit 1), EES created EES Warrant Trust (the “Trust™) with Class A and
Class B Member Interests. The Class A Member Interest represents 100% of the voting interest and .01% of the
economig¢ interest of the Trust and the Class B Member Interest represents 99.99% of the economic interest. EES
transferred to the Trust 120,589 warrants. that are convertible into 24.117,800 million shares in common stock of
The New Power Company ("TNPC™). in return for the Class A Interest. Pronghorm. a wholly owned subsidiary
of EES, holds the B-interest in the Trust.

Pronghorn transferred the Class B Member Interest. which meets the criteria of a financial asset, to a third party,
Porcupine LLP. Enron’s basis in the underlying assets of the Class B Member Interest, which are warrants, was $-
0- prior to the transfer. In remumn for the Class B Member Interest, Porcupine issued a $239 million note
reecivable (the “Note™) to Pronghorn that is solcly collateralized by the Class B Mcember Interest.

Porcupine LLC (Porcupine) is an SPE that is capitalized by LIMII, who serves as the managing member and
Pronghom. who has a preferred LP interest. LIMIL is a related party entity (See LIMII memo in 4% quarter 1999
file for an explanation of the relationship). The capital contribution of $30 million made by LIMII was

contributed from equitv of the entity and represents 3% of Porcupine’s maximum exposure. Therefore the initiat
quiiy 3 °p p p
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capital requirement was met. (Scc Exhibit 11 for the initial 3% test.)

Under the transaction structure shown in Exhibit I, Enron, Pronghom and Porcupine executed a senes of
agreements that result i the nght for Pronghom to execute equity price swap transactions. This structure could
serve as a hedging vehicle of certain mnvestments held by Enron entities.

In addition to the transter of the Class B Member {nterest, Porcupine received a $5() million interest bearing note
receivable, payable quarterly i@ 7%. and a capital contnbution of 1,000 from Pronghom. Coupled with the
$259 million note receivable, Pronghormn received a non-voting preferred limited liability company interest in
Porcupine, and a $50 million interest bearing note receivable, payable semi-annually @ 7% from Porcupine.

The obligations under this transaction structurc will terminate upon the carlicst oceurrence of one of the following;
{1)Scptember 27, 2003, (2)the date cither Pronghom or Porcupine wish to tcrminate the agreement provided the
proper notice 15 given, and (3)a default event, as defined in the various transaction documents. Termination of this
agreement by one of the above circumstances only terminates Pronghor’s right and Porcupine’s obligation to
execute additional derivatives. Previously executed derivative transactions will remain in effect and do not
automatically terminate upon termination of the structure.

Accounting Issues

The unique accounting issue with the Raptor 3 structure is the accounting for the transfer of the Class B Member
Interest.  Although the Class B Member Interest qualifies as a financial asset and all the criteria of paragraph 9 of
SFAS 125 “Financial Assets and Liabilities: Sales, Transfers & Extinguishments” are met. sales treatment is not
appropriate. Per paragraph 33-1 of the AA Interpretation of SFAS 125, because the Note “is solely collateralized
by the Class B Member Interest without recourse to the third-party investor, then. in effect. the Note represents a
beneficial interest in the transferred asset that precludes sale accounting pursuant to paragraph 9 to the extent of
the beneficial interest retained.” Thus, the Note is treated as a retained interest and the carrying value of the
retained interest is $-0- although the fair value of the retained interest is valued at approximately $259 million.

Othcr accounting issucs related to this structure arc identical to thosc within the other Raptor structurcs: thercfore
see the detailed discussion of acconnting issues in the Raptor 1 memo.
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Subject Raptor 3 Transaction

Background

During the third quarter Enron structured a transaction {Raptor 3) that effectively produces the same results as the
Raptor I, Il and IV transactions that were previously executed during the year. Although the structure of Raptor 3
is slightly different, it provides Enron with additional capacity 10 hedge its exposure to certain investments.

Transaction Structure

As detailed in the attached diagram (Exhibit I), EES created EES Warrant Trust (the “Trust™) with Class A and
Class B Member Interests. The Class A Member Interest represents 100% of the voting interest and .01% of the
economic interest of the Trust and the Class B Member Interest represents 99.99% of the economiic interest, EES
transferred to the Trust 120,589 warrants. that are convertible into 24.117.800 million shares in common stock of
The New Power Company (“TNPC”). in retumn for the Class A Interest. Pronghorn. a wholly owned subsidiary
of EES, holds the B-interest in the Trust.

Pronghorn transferred the Class B Member Interest, which mects the criteria of a financial asset, to a third party,
Porcupine LLP. Enron’s basis in the underlying assets of the Class B Member Interest, which are warrants, was $-
0- prior to the transfer. In retumn for the Class B Member Interest, Porcupine issued a $259 miliion note
reccivable (the “Notc™) to Pronghorn that is solcly collateralized by the Class B Member Interest.

Porcupine LLC (Porcupineg) is an SPE thai is capilalized by LIMII, who serves as the managing member and
Pronghom. who has a preferred LP interest. LIMII is a related party entity (See LIMII memo in 4™ quarter 1999
file for an explanation of the relationship). The capital contribution of $30 million made by LIMII was

contributed from equity of the entity and represents 3% of Porcupine’s maximum exposure. Therefore the initial
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capital requircment was met. {Sce Exhibit 11 for the imitial 3% test.)

Under the transaction structure shown in Exhibit [, Enron, Pronghom and Porcupine executed a series of
agreements that result in the right for Pronghom to execute equity price swap transactions. This structure could
serve as a hedging vehicle of certain investments held by Enron entities

In addition to the transfer of the Class B Member Interest, Porcupine received a S50 million interest bearing note
receivable, payable quarterly i@; 7%. and a capital contribution of 1,000 from Pronghom. Coupled with the
$259 million note receivable, Pronghom received a non-voting preferred limited liabibity company interest 1n
Porcupine, and a $50 million interest bearing note receivable, payable semi-annually @ 7% from Porcupine.

The obhigations under this transaction structurc will terminate upon the carlicst occurrence of onc of the following:
{1)Scptember 27, 2003, (2)the date cither Pronghorn or Porcupine wish to terminate the agreement provided the
proper notice is given, and (3)a default event, as defined in the various transaction documents. Termination of this
agreement by one of the above circumstances only terminates Pronghorn’s right and Porcupine’s obligation to
execute additional derivarives. Previously executed derivative transactions will remain in effect and do not
automatically terminate upon termination of the structure.

Accounting Issues

The unique accounting issue with the Raptor 3 structure is the accounting for the transfer of the Class B Member
Interest. Although the Class B Member Interest qualifies as a financial asset and all the criteria of paragraph 9 of
SFAS 125 “Financial Assets and Liabilities: Sales, Transfers & Extinguishments™ are met. sales treatment is not
appropriate. Per paragraph 33-1 of the AA [nterpretation of SFAS 123, because the Note "is solelv collateralized
by the Class B Member Interest without recourse to the third-parts investor. then, in effect. the Note represents a
beneficial interest in the transferred asset that precludes sale accounting pursuant to paragraph 9 to the extent of
the beneficial interest retained.” Thus, the Note is treated as a retained interest and the carrving value of the
retained interest is $-0- although the fair value of the retained interest is valued at approximately $239 million.

Other accounting issucs related to this structure arc identical to those within the other Raptor structures: therefore
see the detailed discussion of accounting 1ssues in the Raptor 1 memo,
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Subject Raptor Structures Updare

This memo provides an update on various transactions that have been exceuted withun cach of the Raptor

structures since thoir mecption The detaried deseription of cach Raplor structure may be found in the respective
memaos within the 2000 audit rifes

Raptor 1

* The Enron share setiled put that was o terminate 1in October 2000. was scttled carly on August 3. 2000. for a
payment of $3 9 milhion (scttled by an mcrease in the note recervable from Talon) by Talon to Enron based on
the value of the uncamed premium orinally paid to Talon. Becausc the SPE. Talon. inciuded the maximum
exposurc under the put in its 3°, capital requirement test. the termunation of this put created excess cquity
capal in the vehicls of approximateh $413 aulhon thar ean be utilized to excente derivative transactions. As a
resuit of the carlv temiration. the manaeer of Talon declared a distribution in the amount of 341 million in
cash to be made by Talon 1o the LIMII member. This distribution was made in accordanee with Section 5.1 of

the Amended and Restated Linuged Lisbiitn Company Agreement of Talon LLC. and satisfied the required
retumn on the equity capial

* On August 3. 2000, Talon suld a put uptioi to Enron for a $36 million premmium shereby Enron has the rrzhy
Lo put certain of its eyuity investment price risks (related to those previously sold in the Merlin CLO Trust
structure) to Talon up to $93 mubion (masximum pavout). Tlus put requires for pavouts by Talon upon certain
default events related to these wn estanetits . The maxunum nouonal amount of this dervative reduced the

available capacity of the enuy by approxmmately $93 million. which represents the maxmium pavout by Talon
under this put option

* Equity price swaps and Option transactions of approximateh $730 million in notional value were executed to
hedge the exposure of fair value investments of Enron North America and Enron Broadband Services (See
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memo with details n the 3™ quarter ENA file ) Capacuy 1s avaitable as a result of the carhy tenmmaton of the
share settled put option between Enron and Talon, as descnibed above. to suppart these instruments.

*  On October 302000 an cauty eoliar transaction was exceuted on the 7412 930 shares of Enron conumen
stock in the vehicle at a toor price of $%1 and a cap pricc or 8116 12 This collar locks in the value of the
Enron common stock betwcen ths tloor and cap. theretore hmiting Talon's exposure to the volatihty of the
Enron stock  fonron s eredi capacity test should reflect this transaction in assessing the value of Talon's
assets

Raptor 2.

* Thec Enron share scitled put that was to termnate 1n December 2000, was sctticd carly on Scptember 22, 2000,
for a payment of $6 7 nulhon by Timberwolf 1o Enron based on the value of the uncamed premium orgimally
paid to Timberwolf  Enren allowed Timberwolf to sausty this paxment obhganon by increasing the pavablc
amount of the note recenable from Tumberwolf  Because the SPE. Timberwolf. included the maximum
exposure under the put in s 2% capital requirement test. the Terminanon of this put created excess equiry
capital in the vehicke of approvimaieh $427 nullion thar can be utihzed 1o execute additional dervative
rransactions s a result of the carly wemuinanon, the manager of Timberwolf declared a distribution in the
amount of $41 mullion i cash to be made by Timberwolf to the LIMI member. The distnibunion was made in
accordance with Section £ of the Amended and Restated Limited Liabilty Company Agreement of
Timberwolf LLC. and sausticd the required retum on the equity capatal

*  On Scptember 22, 2000, an cquith swap transaction with 2 $460 million notional amount was exccuted to
hedge Enron’s exposure of three intemational investments that arc accounted for under the equity methed.
These cquiny interests are i mtemarnional local distnbution companics that Enron managemient expects to scll
to third parties - The notienal amount of the derivati s ciosch approximates Enron’s book valug in these
assets. As of September 30, 2000 and December 30, 2000. the equity swap derivarive had a fair value of 0.
To support these values at cach quaner end. Enron obtamed an mdependent fair vaiue from CSFB that
supports the total tair value and restriction discount that should be aliocated duc to the restrictive nature of
these assets.

* On November 27, 2000, an couns collar transaction was exceuted on the 7,809,790 shares of Enron cornmon
stoch i the velucke aca floor price of $7% 875 and a cap price of $111 8633 This collar locks in the value of
the Enron common stock between this Noor and cap. therefore imiting Timberwolly exposure (o the volatility
of the Enron stock  Enron’s credi capacity iest should reflect this transaction in assessing the value of
Timberwoll s assets

*  On December 2%. 20n0_ an equity cotlar and swap transaction was evecuted to hedge ENA's exposure to one
of its merchant ansestments Because the combination of the transactions netted to a maximum exposure to the
vehicle of approximateds $33 nuilion. that amount reduced the available capacity.
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Raptor 3

* Three swap transactions were executed on October 222000, to bedee Enron's cxposure in several total retum
swaps relating to three senies of trusts (MeGarrett withun the Hawan 1230 Trust structure ¢see the appircable
memo in the LS file tor a detarled descnption of the transacton and related accounuing 1ssucsy  The toral
TEtumm swaps expose Enron to the volatihn ofapproxsmatcly' YOO warrants that are convertible into
18.000.000 shares of common stock of The New Power Company ("TNPC™) Therefore these sWaps within
Raptor 3 were executed to mirgate finron's exposure to the pnce volanhity of TNPC stock  As 1 result of
these swaps. Porcupinc 1s now exposed to changes in the value of TNPC shares The minal price at the date of
execution of the swaps was $10 73 per share of common stack

Raptor 4
* No transactions have been exceuted to date

As noted in our transactior Memos. we fot iew quarterly Enron’s assessment of the adequacy of the credit capacny
of each of the Raptor vchicles because Enron has vanous notes and denvatives with these entities. Consistent with
the valuation of all notes and dervatives. the value recogmized by each party s subject to the capacity of the other
party to financialis fulfill the obtigation (1 ¢ creditworthinessi - As a result. the creditworthiness of Raptor will be
factored into the value of the demvatinve and in assessing the colleetibiliny of the notes. Thercfore, as Enron
records an asset based on the valug of the demy anves. s value may be simpaired based on each cntiny’s abiliny to
pay.

To mingatc Enron’s cxposure to the potenual deehne in creditworthiness of cach of the Raptor vchicies. Enron
negotiated and executed an agreement with LIM. as equity holders 1n cach of the Raptor vehicles. in December
2000. Under the agreement. the assets of cach cnnity. Talon. Timberwolf, Porcupine and Bobcat, with the
exception of the Promisson Note dared September 27, 2000, b Porcupine 1n favor of Pronghom I LLC. were
cross collateralized for the beneht of the ereditors of cach ety for a 43 day period. As consideration for this
cross-collateral protection. Enron agreed (o pav $30.000 1o LIMIl. AA concluded that this cross collateralization
would allow Enron to benefit from the assats of cach cnom on an agerepate basis in assessing the credit capacity
of the entities as of December 31, 2000

We discussed this conclusion with the Professional Standurds Group (PSG) in Chicago. Carl Bass and John
Stewart. and Mike Odom. Pracuce Dircetor. who concurred with our conclusion,
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Sutyect Rapter Structures Lpdate

This memo provides an update on vanous transactions that have been executed within each of the Raptor
structures since their inception  The detailed descaiption of each Raptor structure may be found in the respective
memos within the 2000 audit files.

Rapior 1
¢ The Enren share sentled put that was 1o terminate 1 October 2000. was settled early on Aucust 2. 2000, for a
P ) e

pavinent of $3 9 miliion (sertled by an increase in the note receivable from Talen) by Talon to Enron based on
the value of the uneamed premium onginally paid to Talon. Because the SPE. Talon, included the maximum
exposure under the put in its 3% capital requirement test. the termination of this put created excess equipy
capital in the vehicle of approximatels $412 mullion that can be utilized to execule denvamn e transactions. As a
result of the early terrmination. the manager of Talon declared a distnbution in the amount of $41 rmullion in
cash (0 be made by Talon to the LIMI member. This distribution was made in accordance with Section 3.1 of
the Amended and Restated Limited Liability Company Agreement of Talon LLC. and satisfied the required
return on the equiry capiral.

* On August 3, 2000. Talon sold a put option to Enron for a $38 million premiem whereoy Enron has the right
to put certam of its cguity investment price risks (related to those previously sold in the Merhn CLO Trust
structure) to Talen up to $93 mullion (maximum pavout). This put requires for payouts by Talon upon cernain
default events related to these investments  The maximum notional amount of this dervative reduced the
available capacity of the entity by approximateiv $93 mullion. which represznts the mavimum pavout by Talon
under this put option

» Equity price swaps and option transactions of approximately 8730 midhon in notional value were executed to
hedge the exposure of fair value investments of Enron Narth Amenica and Enron Broadband Services (See
memo with details i the 3™ quarter ENA file) Capacity 1s available as a result of the carhy termination of the
share settled put option between Enron and Tajon. as described above. to support these instruments

¢ On October 3C. 2000. an cquity collar transaction was exceuted on the 7.615.930 sharcs of Enron common
stock 1n the vehicle at a floor price 0f $81 and a cap price of $116.12. This collar locks in the value of the
Enron common stock benween this floor and cap. therefore limiting Talon’s exposure to the volatility of the
Enron stock  Enron’s credit capaciny test should reflect this transaction in assessing the value of Talon's
assets.
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Raptor 2
* The Enron share settled put that was to termunate i December 2000, was settled earhy on September 22, 2000

for a payment of $6 7 mliion by Timberwolf to Enron based on the value of the uncamed premum omgmally
paid to Timbenwolf. Enron allowed Timbenvolf to satisty this payment obhigation 5y increasing the pavable
amount of the note recervable trom Timberwol? Because the SPE. Timberwolt. includad the maximum
exposure under the put in its 3%5 capital requirement test. the termmation of this pur created excess equity
capital in the vehicle of approximatels $427 million that can be utilized to execute additional dernatne
transactions  As a result of the early termination. the manager of Timberwolf declared a distrbution n the
amount of $41 miliion in cash to be made by Timberwolf to the LJMIT member. The distribution was made m
accordance with Section 5.1 of the Amended and Restated Limited Liability Company Agreement of
Timberwolf LLC. and satisfied the required return on the cquity capital.

¢ On Scptember 22, 2000, an cquiny swap transaction with a $460 million notional amount was oxceuted to
hedge Enron’s exposure of three international investments that are accounted for under the equity method.
These equity interests are in inrernational local distribution companies that Enron management expects to sell
to third parties. The notional amount of the derivatives closely approximates Enron's took value i these
assets. As of September 30. 2000 and December 30. 2000, the equity swap denvative had a fair value of 0. To
support thesc values at each guarter end. Enron obtained an independent fair value from CSFB that supports
the total fair value and restriction discount that should be allocated due 10 the restrictive nature of these assets

e On November 27. 2000. an eguity coliar transaction was executed on the 7.809.790 shares of Enron common
stock 1n the vehicle ar a floor price of $78 873 and a cap price of $111.8633. This collar locks in the value of
the Enron common stock between this fioor and cap. theretore limiting Timberwolf s exposure to the volathry
of the Enron stock. Enron’s credit capacity test should reflect this ransaction tn assessing the value of
Timberwoif s assets.

* On December 28. 2000. an equity collar and swap transaction was executed to hedge ENA's EXposure to one
of its merchant investments Because the combinanon of the transactions netted to a maximum exposure to the
vehiele of approximatcly $33 million. that amount reduced the avatlable capacitv

Raptor 3
¢ Three swap transactions were executed on October 22, 2000, Lo hedee Enron’s exposure in several wtal return

swaps relating 1o three senes of trusts (McGarrett within the Hawais 125-0 Trust structure (sew the applicable
memo in the EES file for a detailed descniption of the transaction and related accountng issues). The total
return swaps expose Enron to the volatilioy of approximately 90,000 warrants that are convertible wito
18.000.000 shares of conunon stock of The New Power Company {*TNPC™ Therefore these sw aps within
Raptor 3 were executed to nutigate Enron’s exposure to the price volatlity of TNPC stock. As 2 result of
these swaps. Porcupine is now exposed to changes in the value of TNPC shares. The inutial price at the date of
execution of the swaps was $10.75 per share of common stock

Raptor 4

* No transactions have been execited to date
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As noted 1n our transaction memos, we review quarterly Earon’s assessment of the adequacy of the credit capacm
of each of the Raptor vehicles because Enron has vanous notes and denvanives with these entities Consistent with
the valuation of all notes and denvatives, the value recogmzed by each party 1s subject 1o the capacity of the other
party to financaally fultill the oblhigation (1 e. credinworthiness)  As a result. the credinworthmess of Raotor wall be
factored 1nto the vatue of the denvative and in assessing the collecubility of the notes. Therefore. as +nron
records an asset based on the vaiue of the denvatves, its valuc may be impatred based on each entitny s ability 1o
pay

To mungate Enron’s exposure 1o the potential decline in creditworthiness of each of the Raptor vehicles. Enron
negotiated and cxccuted an agrecment with LIM, as oquity holders in cach of the Raptor vehicles. in December
2000. Under the agreement. the asscts of cach entity. Talon. Tumberwolf, Porcupinc and Bobcat. with the
cxception of the Promissory Note datcd Scprember 27, 2000, by Poreupine in favor of Pronghorn 1 LLC. were
cross collateralized for the benefit of the creditors of each enttty for a 45 day period. As consideration for this
cross-collateral protection, Enron agreed tc pay $30,000 to LIMII. Enron believed that this cross collateralization
would allow them to benefit from the assets of each entity on an aggregate basis in assessing the credit capacity
of the entities if the credit capacity test for anv individual entity resuited in the need for an impairment at
December 31, 2000. (However. since the individual entity credit capacity test did not vield the need for an
impairment at vear end, we agreed to revisit the appropriateness of the cross-collaterization in first guarter )

During our deliberanons on assessing the creditworthiness of the Raptor entities, we discussed with Carl Bass.
Professional Standards Group. several options. Those options included (1) the cross coilateralization for a 43 dav
period as described above. (2) cross collateralization for the entire term of these vehicles 1o be entered into after
vearend but before the date of Enron’s camings release. and (3) conveying Enron’s investment in cenain Raptor
entities to other Raptor entities 1o satisfyv the credit worthiness test of an individual entity (in effect. an aggregation
methodology). Carl Bass did not view Option | to be substantive because there was no tnie cross collaterization
of the assets of the vehicle upon settiement only for a 43 dav period. He did not view Option (3) 1o be substantive
because the effect was to satisfv the creditworthiness of an entitv that did not have credit capacity by using Enron
owned asscts. not the asscts of that cnuty. Although he believed Option (2) achicved such cross coliateralization
upon settlemnent, the fact that that it would be entered into subsequent to December 31, 2000 was in fact a decision
that the engagement team would have to assess with the Practice Direclor. We also discussed Lhe practicahiy of
Enron’s position with Mike Odom, Practice Director. and Mike Lowther. Concurnng Partner. who concurred with
our conclusions that the client’s position Lo view the assets of each enlity on an aggregate basis in assessing credit
capacity was acceptable given the latitude in SFAS |14
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Memo ANDERSEN

Tel
Fax

Ta The Files
From Davc Duncan
Debra A. Cash

Patricta §. Grutzmacher
Jennifer Stevenson

Date May 9, 2001

Subject Raptor Transaction Update

Transaction Structure

Durning the first quarter, Enron executed varous transactions with Tymberwolf and Bobcat, two entities that
are primanly capitalized by related parties, (the “Entities™), (see Raptor memos wn the applicable quarter
files for detail explanation of structures). As described in the Raptor memo, a credit capacity test 1s
calculated each quarter to ensure that assets recorded by Enron, due from the Entities are not impaired, and
arc realizable.

On March 26, 2001, 7,919393 and 4,080,607 sharcs of Enron common stock were sold to Timberwolf and
Bobcat under a forward sales agreement in return for notes roccivable of approximatcly $374.9 million and
$193.2 million, respectively. These shares will not be delivered to the Entities until March 2005, Until
that time. the right to purchase these shares cannot be assigned, pledged. hedged or transferred in any form
to any party without the consent of Enron.  Because of those restrictions, the aggregate notes receivable
value of approximately $568.1 million represents the value on Enron’s books at a discount of
approximately 23%. The gross value of the stock under the forward sales agreement is approximately
$737.8 million (based on a $61 48 price as of the effective date of 3/26/01) which represents the stock
value included in the credit capacity test. In addition, equity collars were executed with Enron to hedge the
valuc of the 12 million sharcs of Enron stock within the two Entitics at a tloor of $61.48 and a cap of
$91.02.

Additionally, Enron sold a contingent issuance that gives the Entities the right to receive up to 18 million

shares of Enron common stock if certain conditions are not met under the existing forwards that were
executed during 2000 with Talon, Timberwolf, and Bobcat, (the "SPEs).

I'\hise Datavaptor final'Raptor TransactionUpdates_marked.doc
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Subject Raptor Transaction Updates
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‘T'he tollowing waterfall describes the pavout to each SPE under the previously executed Peregrine forward
based on the Enron stock price:

SPE i Contingent share Contingency share price
I issuance range
E
r
Raptor]  : 3.876,755 $48.55 - $52.63
Raptor II  ; 7.309,790 $52.64 - $63.36
Raptor III  § 6.326.043 $63.37-8$75.89

If Enron stock does not exceed a certain price level as reflected in the above table, the newly executed
contingent issuance will allow the SPEs to receive the shares that are not delivered under the Peregrine
forwards in March 2003. If shares are due as a result of this contingent issuance they will also be delivered
in March 2003, Similar to the above described 12 million shares, the rights under these contracts as well
as the shares delivered are restricted from assignment. pledge, sale, or anv form of transfer to a 3" party
without the consent of Enron.

In exchange for the issuance, Enron received an aggregate notes recetvable amount of approximately
$259.5 million. This amount reflects the fair value of the issuance of restricted sensus based on delivery in
March 2003. The fair value of the tssuance was determined based on a model created by Enron’s Research
Group.

In accordance with SFAS No. 114, Accounting by Creditors for Impairment of a Loan, (SFAS 114), "a
creditor shall measure impairment based on 1) the present value of expected future cash flows discounted at
the loan's effective interest rate, 2) the loan's observable market price or 3) the fair value of the collateral if
the loan 1s collateral dependent.” We belicve that because the Raptor vehicles arc highly leveraged and
only enter into transactions with Enron that our impairment analvsis should be assessed based on the "fair
value of the collateral” or the fair value of the net assets held by Raptor.

SFAS No. 114 also states that "a creditor shall measure impairment based on the fair value of the collateral
when the creditor determines that foreclosure i1s probable " Although the company does not beheve

foreclosure of the Raptor entities is probable at this time, the fair value of the collateral was appropriate for
the analysis.

J-Wise Dataraptor tinalRapror TransactionUpdates marked.doc
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In assessmng the credit worthiness of the Raptor entities we have used the screen price of the Enron stock at
the date of valuation. We believe it 1s appropriate to use the current quoted price of Enron stock and not
the fair value of the restricted stock at the date of valuation since the restrictions contractually expire n
2003 when the notes and denvatives are sertled. That is Raptor wilt realize the full screen price at the time
that the instruments are due and pavable.

Enron and its entities (Harrier, Gnzzly, Pronghom and Roadrunner) entered into an assignment agreement
with the Raptor entities (Talon, Timberwolf, Porcupine, and Bobcat) that allows each Enron entity to
assign their individual rights to receive distributions from their cost method investments in the respective
Raptor cntitics to another Raptor entity, to the cxtent that such cntitics have obligations duc to an Enron
cntity that cannot be fully paid by the Raptor cntity. In conjunction with this assignment, the termination
dates of the Raptor vehicies were aligned 1o April 18, 2005. Enron considered this assignment in their
credit capacity assessment of each Raptor entity. As a result. Enron assessed credit capacity on an
aggregate basis allowing for excess asset values from one Raptor entity to absorb the excess liability values
of another Raptor entity. Therefore, the impact on the credit capacity test is that credit capacity is assessed
at an aggregate Raptor level. Although the client did not achieve true cross-collaterization with the
assignment, we believe their assessment of credit capacity on an aggregate basis considering the cross-
assignment was reasonable considering the latitude aliowed under SFAS 114.

Procedures

The following procedures were performed to ensure proper accounting;

s Reviewed all transaction documents noting execution and agreement with discussed transaction terms.

s Performed an extensive review of the credit capacity models that are maintained by the client to
understand the impact of the above transactions on the Entities” credit capacity. After review, the
overall resulting loss was approximatelv $36 million.

» Discussed the valuation methodology of the contingent issuance transactions with Research Group
personnel,

» Reviewed Rescarch Group documentation describing the assumptons used in modeling the contingent
issuance (sce attached Exhubit ).

* Assessed the reasonableness of the Research Group’s valuation methodology for the contingent
issuance. (See documentation of procedures done by Andersen’s quantitative team (2t Exhibit 1)

* Reviewed third party documentation (Deutsche Bank) describing the reasonableness of the discount
factor related to the Enron stock restrictions.

* Reviewed the equity collar contracts to ensure compliance with EITF No. 00-19, “Determination of
Whether Share Settlement is within the control of the Issuer for Purposes of Apphving EITF Issue No.
96-13,for venfication of equity transaction accounting,

Conclusion
We discussed our conclusions with Mike Odom. Practice Director, and Mike Lowther. Concurring partner

I Mise Nataraptor tinalRaptor Transactionl pdates marked.doc
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who concurred. ' We will continuc to review and asscss the credit capacity of the Entitics on a quartcrly
basis.

I::Mise Datpiraptor tinalRaptorTrarsactionl Ipdates marked doc
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Memo ANDERSEN

Te!
Fax

I The Files

Dave Duncan

Debra A. Cash

Patricia 8. Grutzmacher
Jennifer Stevenson

bate May 9, 2001, as amended, October 12, 2001

Subject Raptor Transaction Update

Transaction Structure

During the first quarter, Enron executed various transactions with Timberwolf and Bobeat, two entities that
are primarily capitalized by related parties, (the “Entities™). (see Raptor memos in the applicable quarter
files for detail explanation of structures). As described in the Raptor memo. a credit capacity test is
calculated cach quarter to ensurc that asscts recorded by Enron. duc from the Entitics arc not impatred., and
are realizable.

On March 26. 2001, 7.919393 and 4 080,607 shares of Enron common stock were sald to Timberwolf and
Bobcat under a forward sales agreement in return for notes recetvable of approximately $374 9 million and
$193.2 million, respectively. 'Fhese shares will not be delivered to the Entities until March 2005 Untl
that ime. the right to purchase these shares cannot be assigned, pledged. hedged or transferred 1n any form
to any party without the consent of Enron.  Because of those restrictions, the aggregate notes receivable
value of approximately $568 | million represents the vaiue on Enron’s books at a discount of
approximately 23%. The gross value of the stock under the forwvard sales agreement is approximately
$737 8 million (bascd on a $61.48 price as of the cffcctive date of 3/26/01) which represents the stock
valuc included in the credit capacity test. In addition. oquity collars were exceuted with Enron to hcdge the
value of the 12 million shares of Enron stock within the two Entities at a tloor of $61.48 and a cap of
$91.02.

Additionally. Enron sold a contingent issuance that gives the Entities the right to receive up ta 18 million

shares of Enron common stock if certain conditions are not met under the existing forwards that were
executed during 2000 with Talon. Timberwolf. and Bobceat, (the "SPEs).

23flpny. misc data'mptor finalraptor transaction updates_final doc
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Subyect Raptor Transaction Updates
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The following waterfall describes the payout to ¢ach SPE under the previously executed Peregrine forward
based on the Enron stock price

SPE - Contingent share Contingency share price R
iIssuance range
Raptor [ 3.876.735 $48.55 - 852,63 |
Raptor I1 7.809.790 $352.64 - $63.36
Raptor II1  © 6.326.045 $63.37-%75.89

If Erron stock does not exceed a certain price level as reflected in the above table. the new v executed
contingent issuance will allow the SPEs to reczive the shares that are not delivered under the Peregrine
forwards in March 2003, If shares are due as a result of this contingent issuance they will also be delivered
in March 2003 Similar to the above descnbed 12 million shares. the rights under these contracts as well
as the shares delivered are resincted from assignment, pledge. sale. or anv form of transfer to a 3™ party

without the consent of Enron.

In exchange for the issuance, Euron received an aggregate notes receivable amount of approximately
$259.5 nillion. This amount refects the fair value of the issuance of restricted sensus based on delivery in
March 2063, The fair value of the issuance was determined based on a model created by Enron’s Research
Group

In accordance with SFAS No. 114. Accounting by Creditors for Impairment of a Loan. (SFAS 114). "a
creditor shall measure impairment based on 1) the present value of expected future cash flows discounted at
the loan's effective nterest rate. 2) the loan's observable market prce or 3) the fair value of the collateral :f
the loan 1s collateral dependent.” We behieve that because the Raptor vehicles are highly leveraged and
only enter mito transactions with Enron that our impairment analvsis should be assessed based on the "fair
value of the collateral” or the fair value of the net assets held by Raptor.

SFAS No. 114 also states that "a creditor shall measure impairment based on the fair value of the collateral
when the creditor determines that foreclosure is probable " Although the company does not beheve
foreclosure of the Raptor entities 1s probable at this time. the fair vaiue of the collateral was appropriate for
the analysis.

1:'23rdflimiscdata raptor final raptor transactions updates final dov
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In assessing the credit worthiness of the Raptor entitics we have used the screen price of the Enron stock at
the date of valuation. We believe it is appropriate to use the current quoted price of Enron stock and not
the fair value of the restricted stock at the date of valuation since the restrictions contractualhy expire in
2003 when the notes and derivatives are settled. That is Raptor will realize the full screen price at the time
that the instruments are due and pavabie.

Enron and «ts entities (Harrier. Grizzly, Pranghom and Roadrunner) entered into an assighment agreement
with the Raptor entities (Talon. Timberwolf. Porcupine, and Bobcat) that aliows each Enron entity to
assign their individual nghts to receive distributions from their cost method investments in the respective
Raptor cntitics to another Raptor entity. to the extent that such cntitics have obligations duc to an Enron
cntity that cannot be fully paid by the Raptor entity, In conjunction with this assignment, the termunation
dates of the Raptor vehicles were aligned to April 18, 2005, Enron considered this assignment in their
credit capacity assessment of each Raptor entity. As a result. Enron assessed credit capacity on an
aggregate basis allowing for excess asset values from one Raptor entity to absorb the excess liability values
of another Raptor entity. Therefore, the impact on the credit capacity test is that credit capacity 1s assessed
at an aggregate Raptor level. Although the client did not achieve true cross-collaterization with the
assignment, we believe their assessment of credit capacity on an aggregate basis considering the cross-
assignment was reasonable considering the latitude allowed under SFAS 114,

Procedures

The following procedures were performed to etisure proper accounting;

* Reviewed all transaction documents noting execution and agreement with discussed transaction terms.

* Performed an extensive review of the credit capacity models that are maintained by the client to
understand the impact of the above transactions on the Entities” credit capacity  After review. the
overall resulting loss was approximately $36 million.

+ Discussed the valuation methodology of the contingent issuance transactions with Research Group
personnel.

* Rcviewed Rescarch Group documcentation descnibing the assumptions used in modeling the contingent
1ssuance (see attached Exhibit [).

* Assessed the reasonableness of the Rescarch Group's valuation methodology for the contingent
issuance. (See documentation of procedures done by Andersen’s quantitative team :@: Exhibit 11)

* Reviewed third party documentation {Deutsche Bank) describing the reasonableness of the discount
factor related to the Enron stock restrictions.

* Reviewed the equity collar contracts to ensure compliance with EITF No. 00-19, “Determination of
Whether Share Settlement is within the control of the Issuer for Purposes of Applying EITF Issue No.
96-13,"for venification of equity transaction accounting,

Conclusion

J:23rdflimiscdata raptor final'raptor iransactions updates fnal. doc
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We drscussed our conclusions with Mike Odom. Practice Dircetor. and Mike Lowther. Concurring partner
who concurred. We will continue to review and assess the credit capacity of the Entities on a quarterly
basis.

J::23rdflmiscdata rapior finaliraptor transactions updates final.doc
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To Files
From David D. Duncan
Debra A. Cash
Date October 15, 2001
Subject  Enron-Raptor Entity Note Impairment

Overall Background

The Raptor entities are a series of SPE’s (LLP's in form) set up for the purpose of hedging certain merchant
investments where Enron perccived it had significant exposure to volatility. In carly Scptember, 2001, Enron brought
to our attention that it belicved there mught be a fairly significant impairment of certain notes it had with the Raptor
cntitics. In addition, Enron informed us that they were considering approaching the Raptor counterpartics to
negotiate to settle out of the entities because of changes in their top management and their desire to extract
themselves from various structured activity which has been perceived negatively by the analyst community. As a
result of this impending and potentially significant reporting event. combined with the complexity and sensitivitv of
the related party disclosures associated with the Raptor transactiens, we undertook to review our collective
accounting advice related to these vehicles with the Professional Standards Group (PSG) and others in practice and
risk management.

Reference is made to memos dated March 28, 2000 (Raptor Transaction), July 31, 2000 (Raptor II Transaction),
November 9. 2000 (Raptor III Transaction). as amended. October 12, 2001, and December 27, 2000 (Raptor 1V

Transactions) for backaround on the "Raptor Entities”. Reference is also made to the memos dated December 23.
2000, May 9, 2001 and August 31. 2001 for various Raptor transaction updates.

We confirmed our prior positions, as described in the memos. However, in connection with our review, the PSG
reiterated to us that they did not view the use of the aggregated impairment test methodology that had been adopted
by the client. and with which we had concurred, to be an acceptable impairment test methodology. The remainder of
this memorandum discusses our prior and current deliberations with respect to this issuc.

Background Regarding Impairment Discussions

Currently Enron has approximately $2.3 billion of noles receivable from the Raptor entities. The notes are
consideration received by Enron for 1) prior sales of Enron restricted stock and stock rights and 2) the settlement of
net amounts due from the Ragptor entities related to various derivative instruments. The notes bear interest at 7%
with interest and principal due in Apnil 2005, when the Raptor entities are scheduled to automatically liquidate.

Enron also has approximately $500 million, $780 million and $780 million of price risk management assets related to
derivatives with the Raptor entities at December 31, 2000, March 31, 2001 and June 30, 2001, respectively. The
instruments meet the defimition of SFAS 133 “Accounting for Derivative Instruments and Hedging Activities™ and
arc reported on Cnron’s books at fair value.

In addition to the notes and derivatives, at the time of the formation of each of the Raptor vehicles, Enron purchased,
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for nommnal consideration, a non-voting member interest in each vehicle which gave Enron the rights to any residual
value available, upon Liquidation of the vehicles, after achievement of a certain stated return for the outside equity
Investors.

Begmning in late 2000, but more precipitously in the first quarter of 2001, many of the tinancial instruments in the
Raptor entities declined in value. In connection with our ongoing monitoring of these entities. we have had numerous
discussions with management regarding how to determine when an impatrment of the Raptor related derivatives and
notes receivable may be appropriate.

In our analysis of the notcs, we determined that they do not represent a share, participation or interest in the
undorlying asscts of the entitics.  Although, the only transactions that the Raptor entitics have arc with Enron, and
Enron can only look to the underlying assets within Raptor for credit purposes, the form of the notes are not debt
securities as defined under SFAS 1135, “Accounting for Certain Investments in Debt and Equity Securities.”
Accordingly, Enron management determined that SFAS No. 114 was the appropriate authoritative guidance for
determining impairment with respect tc the notes and we concurred. SFAS No. |14 states, "a loan is impaired when,
based on current information and events, it is probable that a creditor will be unable to collect all amounts due
according 1o the contractual terms of the loan agreement. The term "probable” as used in SFAS No. 114, is
consistent with its use in Statement 5, which defines probable as an area within a range of the likelihood that a future
event or events will occur confirming the fact of loss." Probable is the area within that range wherg such future
events are likely (vs. reasonably possible) to oceur.

SFAS No. 114 goee on to state that "measuring impaired loans requires judgement and estimates. .. creditors should
have latitude to develop measurement methods that are practical in their circumstances”. "A creditor shall measure
impairment based on the present value of expected future cash flows discounted at the lean's effective interest rate,
except that, as a practical expedient, a creditor may measure impairment based on a loan's observable market price,
or the fair value of the collateral if the loan is collateral dependent. Regardless of the measurement method. a
creditor shall measure impairment based on the fair valuc of the collateral when the creditor detcrmines that
foreclosure 1s probable”.

Considering the guidance in SFAS 114, Enron proposed an approach to evaluate the collectibility of the Raptor notes
using Monte Carlo and other simulation methods that would reflect Enron's view that declines in value could recover
over the holding period of the notes. Enron noted that many of the financial instruments underlying the notes had
exhibited, and would be expected to continue to exhibit, a high dearee of volatility. Since the notes were not
scheduled to be repaid for a number of vears, Enron's position was that SFAS 114 gave Enron the flexibility to
estimate what 1t thought was a likely outcome considering this time horizon.

As we considered Enron’s proposed approach through the second quarter, we noted that SFAS 114 does give a
creditor a choice of measurement alternatives. as described above, and does not dictate one approach over another
{unless the notes are collateral dependent and it is determined that foreclosure is probable, which it was not in thus
situation). Accordinglv, we could not disagree that SFAS 114 allowed for subjectivity with regard to expected future
outcomes and that simulation methods were appropriate methods for determining the likelihood of possible future
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value outcomes. Notwithstanding that view, we informed Enron that our preference. as an indicator of potential
impairment, would be for a more objective evaluation approach using the loans underlving collateral value with that
collaterat value hmited to the publicly traded price of the underlving securities. where available, because:

1. We believed the publicly traded price of a security to be the best indicator of the value of that security
and that such price embodies the markets broad view of all possible future events and methods of
valuation:

2. We believed the publicly traded price to be the best “current information and events™ as support for what
Enron could expect will occur with respect to the recoverability of the notes from these velicles; and

3. Wec belicved that the objectivity provided by using the publicly traded price (vs. a company preparcd
simulation of potential future cvents) was important considering the structurcd nature of the vehicles.

An issue we censidered was whether utilizing the screen price for the restricted Enron stock related instruments was
appropriate (as opposed to a discounted value that might be appropriate if the current restrictions on these
instruments were considered). We noted that foreclosure with respect to the notes was not indicated and that there
was ncthing to indicate, through the second quarter that the notes would be settled prior to their scheduled
liquidation. We noted that the restrictions naturally expire at or before the scheduled liquidation and that the ultimate
collateral would be unrestricted shares. We determined that it was appropniate 1o consider this contractual event that
will occur, that is the expiration of the restrictions, in assessing the probability of collection on the notes given those
facts and circumstances. We informed Enron that, if those facts and circumstances changed, whereby 1) foreclosure
became imminent or 2) there was an tntention to settle the Enron stock related instruments prior to the lapse of the
discount and their scheduled liquidation. the impainment test shouid then only consider the current settiement value of
the restricted securities (which we would expect would be an amount less than screen).

Considering our views, Enron proposed to limit its views of recovery tc the value of the underlying collateral
securities in the vehicle using current publicly trade prices, but to perform their impairment assessment on an
aggrepate (of all of its interests in all of the vehicles) basis, rather than on an entitv-by-entity basis, beginning in the
first quarter of 2001 . In conncction with the development of this altemative, Enron negotiated an agreement in
March 2001 with the Raptor ¢ntitics that 1) assigned cach Enron entities’ nghts to receive any distributions from
these instruments in any of the respective Raptor entities to other Raplor entilies, (o the extent such entilies have
obligations due to an Enron entity that cannot be fully paid by the Raptor entity, 2) restricted Enron’s ability to sell
any portion of its rights 1o interests in any Raptor entity prior to the hiquidation date and 3) realigned the various
ligmdation dates of the Raptor entities, previously i different months and years, to all occur simultaneously (April
2005), The effect of the assignment was that Enron committed to forego its rnights to its member interest in Raptor
entities where such interest may have value for the benefit of other Raptor entities that could not fulfill their
obligations to Enron at liquidation.

Enron's position was that, while the March 2001 agreement was not required. 1t would help address our concerns of
subjectivity (bv lending some discipline and objectivity to the overall assessment) and noted that 1t would never yvield
a result more favorable than the net amounts recoverable from the entities it all positions (that is, Caron’s notes
receivable from the Raptor entities, price risk management asset related to the Raptor entities, and Fnron’s member
inferests in the Raptor entities) were liquidated as scheduled (as indicated by current prices). Also. although Enron
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had always viewed these exposures in the aggregate from a practical standpoint, they believed that the change they
implemented with the March 2001 agreement gave important legal form (in terms of the order of liquidation) to that
position and lent support to their alternative approach.

As we considered the acceptability of Enron's conclusion, we made the following observations:

» SFAS 114 1) does not dictate a methodology for estimating future cash flows for purposes of determining
impairment unless foreclosure 1s prabable, 2) recognizes that expected cash flows are "usually uncertain” and that
a "creditor will be required to exercise significant judgement in developing the estimates of future cash flows", and
3) statcs that "creditors should have latitude to develop measurcment methods that arc practical in the
circumstances”. The net result of this was our vicw that SFAS 114 allowed for subjectivity.

» In other areas of authorntative literature where impairment is based on fair value, we noted that the overriding
concept was for declines that are "other than temporary”. The AICPA Audit and Accounting Guide related to
Auditing Derivative Instruments. Hedging Activities, and Investments in Securities states in part in paragraph
47..."Regardless of the valuation method used. generally accepted accounting principles might require
recognizing in carnings an impairment loss for a decline in fair value that is other than temporary. Dsterminations
of whether losses are other than temporary often involve estimating the outcome of future events. Accordingly,
Judgiment is required in determining whether factors exist that indicate that an impairment loss has been incurred
at the end of the reporting period. These judgments are based on subjective as well as objective factors, including
knowledge and experience about past and current events and assumptions about future events. The following are
examples of such factors that may indicate an impairment.

» Fair value is significantlv below cost and -
- The decline is attnbutable to adverse conditions specifically related to the security or to specific
conditions in an industry or in a geographic area.
- The decline has existed for an extended peniod of time.
- Management does not possess both the intent and the ability to hold the security for a period of time
sufficient to allow for anv anticipated recovery in fair value.

(Remainder of paragraph not included)

We noted that, although SFAS 114 does not require a fair value approach (unless foreclosure is probable) and is
therefore possibly more subjective than this concept. that considering this concept in our facts and circumstances
might help us determine reasonable limits to the subjectivity we might accept. We noted that the recent declings in
the value of the vanious underlving financial instruments which might indicate impairment had been rapid and
preeipitous and many of these financial instruments had demonstrated a great deal of volatility. We further noted
that Enron had the ability to hold the securities (notes) for a period over which they might recover,

» The Raptor cnritics and related cxposures arc very unique and complex. As structurcd transactions they arc very
form driven. The client's view was that the form of the assignment they used in their altemate “agyregation”
methodology was important.  Although, we were voncerned that the assignment was not substantive since 8 did
not appear to. other than the realignment of the settlement dates, impact anvone but Enron (and we were aware
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that this was the view of individuals in the PSG based on prior discussions about the use of various forms of cross-
collateralization considered by Enron prior to vearend), we had to acknowledge that Enron had indeed contracted
with the Raptor entities to legally change the form of ultimate settlement. In addition, Enron's methodology
satisfied one of our major concerns in that 1t institutionalized an impairment test using current market values
without reliance on more subjective matters of judgement as to future performance and volatility of the underbving
assets of the Raptor vehicles.

Considering all of the above factors, particularly the fact that 1) any indicated impairment, greater than that already
contemplated by Enron's methodology, resulted from declines of volatile instruments which made a temporary
decline position under these facts and circunstances and 2) the net result of Enron's methodology was to impair the
notes in the aggregatc to the oxtent that currently indicated recoverable valucs of all positions demonstrated a nct
cconomic loss during first quarter 2001, we determined Enron's methodology was rcasonable. At the timge this
conclusion was reached, the engagement teamn realized that Enron had not achieved true cross-coltateralization as was
recommended by our PSG as early as December, 2000 to permit an aggregate test, However, we believed that the
issue was an aundit issue and given the latitude allowed under SFAS 114 necessitated that we discuss our conclusions
with the Practice Director and Concurring Partner.

In late March 2000. we discussed our conclusions with Mike Odom, Practice Director, and Mike Lowther,
Concurring Partner, who concurred.

Recent Discussions

In the third quarter. we began to review all of our prior conclusions and advice related to the vehicles. In connection
with this review, the PSG continued to express concerns with respect to the client's use of the aggregated impairment
test methodology not withstanding our other considerations. In the PSG's view, the cross assignment should not be
given accounting recognition because it is an agreement between related parties that has no economic consequence to
Enron or to any other entity. As such it appears to be a nonsubstantive agreement with no apparent purpose other
than to achicve a financial reporting objcctive.

While we had believed thal the approach adopied by the client was praciical in the circumstances for all of the
reasons previously mentioned, we 1) informed Enron management that we now viewed their use of the aggregated
impairment test methodology to be incorrect and 2) began a more detailed review of the vehicles on an entitv-by-
entity basis to determine whether we believed an impairment would be required in any prior periods considering
alternative methods.

Enron continued to believe their methodology to be reasemable. However, they also did not believe that any
additional impairment would be warranted at the end of the first or second quarter if other alternative methods were
considered. They again pointed out that SFAS 114 does not prescribe that a term loan is required to be marked to the
current market value of the underlying collateral unless foreclosure is probable. As has been previously discussed.
our reading of SFAS 114 supported this view. Enron also pointed out:

1. The investments in the Raptor vehicles have a history of lgh volatility and,
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2. for the most part, the underlving investments in the under-water vehicles were in operating entities with
prospects for recovery. Enron believed that simulation models applied to all of the underlying investments of
the Raptor entities would indicate that no impairment was required at the end of any of the previous reporting
periods.

Attachment |15 a summary of the results of an entityv-by-entity review of the Raptor vehicles. Based on that review
we determined that only Raptor I, Hl and [V required further analysis using an alternative approach. The altemative
approach, which we discussed with the PSG, was as foliows:

Step 1. Quarterly, determine on an cntity by cntity basis, whether there is an indication of a possible impairment. An
mdication of a possiblc impairment would be if thenct fair valuc of all the financial instruments of an cntity, using
screen prices at the datc of cvaluation, is less than the recorded amount of the notes and price nisk management asscts
on Enron’s balance sheet with that same entity. If the fair value exceeds the note and price risk management assets
balance on Enron’s books, no further analvsis for impairment is necessary for the period. If the total fair value of the
assets is less than the notes on Enron’s books with that entity, further analysis is warranted to determine if the notes
have been impaired.

Step 2 (step 2 1s performed only if a possible impainment is ind:cated by step 1) Additional analysis consists of
reviewing the individual underlying financial instruments held by the entity to determine if anv have been other than
temporarily impaired. An other than temporary impairment would be indicated if a security s stock price has been
below its original stock price (when entity acquired the stock) for more than 6 months, if a company has gone
bankrupt or is having severe financial difticulties. 1f the securities stock price has been below its originat price for
more than 6 months. but there are other indicators that mayv lead vou to believe that the security is not other than
temporarily impaired, they may be considered. Examples of a few indicators, other than stock price that may be
considered are declines in the general stock market or industry category relative to the company, improving operating
results, positive cash flow, and that the company appears to be successfully executing it's business strategy. These
indicators mav lead vou to believe that there is not an other than temporary impairment even through the securitics
stock pricc has beer: down for more than 6 months. If an other than temporary impairment is indicated. the
underlving security is impaired to the then public price. If there is not an other than temporary impaimment indicated,
then the security can be valugd using a monte carlo simulation methodology o determine, with a minimum 23%
confidence level, what the security price would be upon settlement of the underlying instrument or security. Monte
Carlo simulation methods are used to predict possible outcomes of security prices at some date in the future based on
current security prices and past volatility given certain confidence levels. A 25% confidence level was used 1o
demonstrate that it was possible for the security to meet or exceed the indicated cutcome from the Monte Carlo
simulation. An impairment would be necessary if it is probable that vou will not collect. I the sum of the current
market price for the other than temporarily impaired financial instruments and the Monte Carlo values for the
temporarily impaired financial instruments would provide sufficient value to pay the notes to Enron at the scheduled
maturnity of the notes, it is not probable that the notes are impaired.

Step 3 (step 3 1s performed 1if step 2 results in a conclusion that the notes are impaired) The notes are written down
to the current screen price of the underlying financial instruments held by the specific Raptor entity.

We reviewed the client’s analvsis using this alternative, and concurred with the Company’s conclusion that no
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impairments would have needed to be recorded on the notes with Raptor entities at December 31, 2000, March 31,
2001 and June 30, 2001. Sec attachments I, A1, A2 and A3 that suppart our conclusions.

We discussed our conclusions with those listed below, who concurred.

Steve Goddard Larry Reiger John Stewart

Bill Swanson John Geron Rick Pctersen

Mike Odom Gary Goolsby Ben Neuhausen

Mikc Lowther Rich Corgcl Amy Ripepi
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Memo QANDERSEN

To FiIES %
From David D. Duncan

Debra A. Cashgz_,x_/

Date October 15, 2001
Subject  Enron-Raptor Entity Note Impairment

Overall Background

The Raptor entities are a series of SPE’s (LLP's in form) set up for the purpose of hedging certain merchant
investments where Enron perceived it had significant exposure to volatility. In early September, 2001, Enron
brought to our attention that it believed there might be significant impairment of certain notes it had with the Raptor
entities. in addition, Enron informed us that they were considering approaching the Raptor counterparties to
negotiate to settle out of the entities because of changes in their top management and their desire to extract
themselves from various structured activity which has been perceived negatively by the analyst community. (On
September 27, 2001, Enron terminated their arrangements with these entities.) As a result of this impending and
potentially significant reporting event, combined with the complexity and sensitivity of the related party disclosures
associated with the Raptor transactions, we undertook to review our collective accounting advice related to these
vehicles with the Professional Standards Group (PSG) and others in practice and risk management.

Reference is made to memos dated December 31, 1999, as amended October 12, 2001, March 28, 2000, as
amended October 12, 2001 (Raptor Transaction), July 28, 2000, July 31, 2000 (Raptor II Transaction}, November
9, 2000 (Raptor Il Transaction), as amended, October 12, 2001, and December 27, 2000 (Raptor [V Transactions).
December 28, 2000, as amended, October 12, 2001, May 9, 2001, as amended. October 12, 2001, July 17, 2001,
August 31, 2001 and September 1, 2001 for background on the "Raptor Entities".

In connection with our review, the PSG advised us that the use of the aggregated impairment test methodology that
had been adopted by the client, was not an acceptable impairment test methodology. This advice was consistent

with the PSG’s views expressed in December 2000, and at that time the client adopted an approach with which the
audit team concurred based on issues deemed to be audit considerations. (See Memo dated December 28, 2000, as

amended October 12, 2001.) .

Enron’s Impairment Methodology

On September 26, 2001, Enron had approximately $2.4 billion of net notes receivable from the Raptor entities.
The notes are consideration received by Enron for 1) prior sales of Enron restricted stock and stock rights and 2) the
settlement of net amounts due from the Raptor entities related to various derivative instruments. The notes bear
interest at 7% with interest and principal due in April 2005, when the Raptor entities are scheduled to automatically

liquidate.

Enron also had approximately $500 million, $690 million and $640 million of price risk management assets related
to derivatives with the Raptor entities at December 31, 2000, March 31, 2001 and June 30, 2001, respectively. The
nstruments meet the definition of SFAS 133 “Accounting for Derivative Instruments and Hedging Activities” and
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were reported on Enron’s books at fair value. These price risk management assets will be the subject of a separate
memorandum.

In addition to the notes and derivatives, at the time of the formation of each of the Raptor vehicles, Enron
purchased, for nominal consideration, a non-voting member interest in each vehicle which gave Enron the rights to
any residual value available, upon liquidation of the vehicles, after achievemnent of a certain stated retumn for the

outside equity investors.

Beginning in late 2000, and continuing more precipitously in 2001, many of the financial instruments in the Raptor
entities declined in value. We had numerous discussions with management regarding how the Company determines
when an impairment of the Raptor related derivatives and notes receivable had occurred. -

The Company determined that the notes do not represent a share, participation or interest in the underlying assets of
the entities. Although the only transactions that the Raptor entities have are with Enron, and Enron can only look to
the underlying assets within Raptor for credit purposes, the form of the notes are not debt securities as defined
under SFAS 115, “Accounting for Certain Investments in Debt and Equity Securities.” Accordingly, with no other
specific literature on point, Enron management determined that SFAS No. 114 was the appropriate authoritative
guidance for determining impairment with respect to the notes and we concurred. SFAS No. 114 states, "a loan is
impaired when, based on current information and events, it is probable that a creditor will be unable to collect all
amounts due according to the contractual terms of the toan agreement. The term "probable” as used in SFAS No.
114, 15 consistent with its use in Statement 5, which defines probable as an area within a range of the likelihood that
a future event or events will occur confirming the fact of loss.” Probable is the area within that range where such
future events are likely (vs. reasonably possible) to occur. Although the notes should be displayed as an offset to
equity (see September I, 2001 memo), these notes are unlike normal subscription receivables because failure to pay
would not result in return of Enron stock. Therefore, the Company concluded that any impairment on the notes

should be charged to income.

SFAS No. 114 goes on to state that "measuring impaired loans requires judgement and estimates... creditors should
have latitude to develop measurement methods that are practical in their circumstances”. "A creditor shall measure
impairment based on the present value of expected future cash flows discounted at the loan's effective interest rate.
except that, as a practical expedient, a creditor may measure impairment based on a loan's observable market price,
or the fair value of the collateral if the loan is collateral dependent. Regardless of the measurement method, a
creditor shall measure impairment based on the fair value of the collateral when the creditor determines that

foreclosure is probable”.

Considering the guidance in SFAS 114, Enron proposed an approach to evaluate the collectibility of the Raptor
notes using Monte Carlo and other simulation methods that would reflect Enron's view that declines in value could
recover over the holding period of the notes. Enron noted that many of the financial instruments underlying the
notes had exhibited. and would be expected to continue to exhibit, a high degree of volatility. Since the notes were
not scheduled to be repaid for a number of years, Enron's position was that SFAS 114 gave Enron the flexibility to
:stimate what it thought was a likely outcome considering this time horizon.
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As we considered Enron’s proposed approach through the second quarter, we noted that SFAS 114 does give a
creditor a choice of measurement alternatives, as described above, and does not dictate one approach over another
(unless the notes are collateral dependent and it is determined that foreclosure is probable, which it was not in this
situation). SFAS 114 allows for subjectivity with regard to expected future outcomes and we could not disagree that
simulation methods were appropriate methods for determining the likelihood of possible future value outcomes. We
noted also that Enron uses the Monte Carlo simulation method in other aspects of its business and has substantial
experience in applying this method. We informed Enron that our preference, as an indicator of potential
impairment, would be a more objective evaluation approach using the loans' underlying collateral value with that
collateral value limited to the publicly traded price of the underlying securities, where available.

An issue we considered was whether utilizing the screen price (publicly quoted price) for the restricted Enron stock
related instruments was appropriate (as opposed to a discounted value that might be appropriate if the current
restrictions on these instruments were considered). We noted that foreclosure with respect to the notes was not
indicated and that there was nothing to indicate, through the second quarter, that the notes would be settled prior to
their scheduled liquidation. We noted that the restrictions naturally expire at or before the scheduled liquidation and
that the ultimate collateral would be unrestricted shares. We determined that it was appropriate to consider this
contractual event that will occur, that is the expiration of the restrictions, in assessing the probability of collection
on the notes given those facts and circumstances. We informed Enron that, if those facts and circumstances
changed, whereby 1) foreclosure became imminent or 2} there was an intention to settle the Enron stock related
instruments prior to the lapse o:' he restriction and their scheduled liquidation, the impairment test should then only
consider the current settlement value of the restricted securities (which we would expect would be an amount less

than screen),

Considering our views, Enron proposed to limit its views of recovery to the value of the underlying collateral
securities in the vehicle using current publicly trade prices, but to perform their impairment assessment on an
aggregate (of all of its interests in all of the vehicles) basis, rather than on an entity-by-entity basis, beginning in the
first quarter of 2001, In connection with the development of this alternative, Enron negotiated an agreement in
March 2001 with the Raptor entities that 1) assigned Enron's rights to receive any distributions from these
instruments in any of the respective Raptor entities to other Raptor entities, to the extent such entities have
obligations due to Enron that cannot be fully paid by the Raptor entity, 2) restricted Enron’s ability to sell any
portion of its rights to interests in any Raptor entity prior to the liquidation date and 3) realigned the various
liquidation dates of the Raptor entities, previously in different months and years, to all occur simuitaneously (April
2003). The effect of the assignment was that Enron committed to forego its rights to its member interest in Raptor
entities where such interest may have value for the benefit of other Raptor entities that could not fulfill their

obligations to Enron at liquidation.

Enron's position was that, while the March 2001 agreement was not required, it would help address our concerns of
subjectivity (by lending some discipline and objectivity to the overall assessment) and noted that it would never
vield a result more favorable than the net amounts recoverable from the entities if all positions (that is, Enron’s
notes receivable from the Raptor entities, price risk management asset related to the Raptor entities, and Enron’s
nember interests in the Raptor entities) were liquidated as scheduled (as indicated by current prices). Also,
although Enron had always viewed these exposures in the aggregate from a practical standpoint, they believed that

-
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the change they implemented with the March 2001 agreement gave important legal form (in terms of the order of
liquidation) to that position and lent support to their approach.

As we considered the acceptability of Enron's conclusion, we made the following observations:

« SFAS 114 1) does not dictate a methodology for estimating future cash flows for purposes of determining
impairment unless foreclosure is probable, 2) recognizes that expected cash flows are "usually uncertain” and
that 2 “creditor will be required to exercise significant judgement in developing the estimates of future cash
flows", and 3) states that "creditors should have latitude to develop measurement methods that are practical in
the circumstances”. The net result of this was our view that SFAS 114 allows for judgment and the use of

different approaches.

+ In other areas of authoritative literature where impairment is based on fair value, we noted that the overriding

concept was for declines that are "other than temporary”. The AICPA Audit and Accounting Guide related to
Auditing Derivative Instruments, Hedging Activities, and Investments in Securities states in part in paragraph
47..."Regardless of the valuation method used, generally accepted accounting principles might require
recognizing in earnings an impairment loss for a decline in fair value that is other than temporary. ‘
Determinations of whether losses are other than temporary often involve estimating the outcome of future
events. Accordingly, judgment is required in determining whether factors exist that indicate that an impairment

. toss has been incurred at the end of the reporting period. These judgments are based on subjective as well as
objective factors, including knowledge and experience about past and current events and assumptions about
future events. The following are examples of such factors that may indicate an impairment.

» Fair value is significantly below cost and -
- The decline is attributable to adverse conditions specifically related to the security or to specific
conditions in an industry or in a geographic area.
- The decline has existed for an extended period of time.
- Management does not possess both the intent and the ability to hold the security for a period of time

sufficient to aliow for any anticipated recovery in fair value.”

{Remainder of paragraph not inciuded)

We noted that, although SFAS 114 does not require a fair value approach (unless foreclosure is probable) and is
therefore possibly more subjective than this concept, that corsidering this concept in our facts and circumstances
might help us determine reasonable limits to the subjectivity we might accept. We noted that the recent declines
in the value of the various underlying financial instruments which might indicate impairment had been rapid and
precipitous and many of these financial instruments had demonstrated a great deal of volatility. We further
noted that Enron had the ability to hold the notes for a period over which they might recover.

The Raptor entities and related exposures are very unique and complex. As structured transactions they are very
form driven. The client's view was that the form of the assignment they used in their "aggregation”
methodology was important. We were concemed that the assignment was not substantive since it did not appear
. to, other than the realignment of the settiement Jates, impact anyone but Enron. We acknowledged, however,
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that Enron had indeed contracted with the Raptor entities to legally change the form of ultimate settlement. In
addition, Enron's methodology institutionalized an impairment test using current market values without reliance
on more subjective matters of judgment as to future performance and volatility of the underlying assets of the
Raptor vehicles,

Considering all of the above factors, and that 1) any indicated i impairment resulted from what management believed
to be temporary declines of volatile instruments and 2) the net result of Enron's methodology was to impair the
notes and price risk management assets in the aggregate to the extent that currently indicated recoverable values of
all positions demonstrated a net economic loss during first quarter 2001, we determined Enron's methodology was
reasonable. We believed that the issue was an audit issue and given the latitude allowed under SFAS 114
necessitated that we discuss our conclusions with the Practice Director and Concurring Partner. In late March
2001, we discussed our conclusions with Mike Odom, Practice Director, and Mike Lowther, Concurring Partner,
who concurred.

Third Quarter Review

[n the third quarter, the Company informed us it would be recognizing a significant impairment. In connection with
our review of the Company's accounting for impairment, we consulted with the PSG, which expressed concerns
with respect to the client's use of the aggregated impairment test methodology notwithstanding our other
considerations. In the PSG's view, the cross assignment should not be given accounting recognition because it is
an agreement between related parties that had no economic consequence to Enron or to any other entity, and the
apparent purpose was to achieve a financial reporting objective.

While we had believed that the approach adopted by the client was practical in the circumstances for all of the
reasons previously mentioned, we 1) informed Enron management that we now viewed their use of the aggregated
impairment test methodology to be incorrect, 2) asked Enron to adopt an acceptable methodology and 3) began a
more detailed review of the vehicles on an entity-by-entity basis to determine whether we believed an impairment
would be required in any prior periods considering alternative methods.

Enron continued to believe their methodology to be reasonable. However, they also did not believe that any
additional impairment would be warranted at the end of the first or second quarter if they assessed impairment on a
disaggregated basis using screen prices and, where appropriate, Monte Carlo simulation methodologies. .They
again pointed out that SFAS 114 does not prescribe that a term loan is required to be marked to the current market
value of the underlying collateral unless foreclosure is probable. As has been previously discussed, our reading of

SFAS 114 supported this view. Enron also pointed out:

[. The investments in the Raptor vehicles have a history of high volatility and,

For the most part, the underlying investments in the under-water vehicles were in operating entities with
prospects for recovery. Enron believed that acceptable simulation models applied to all of the underlving
investments of the Raptor entities would indicate that no impairment was required at the end of any of the

I

previous reporting periods.
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Attachment [ is a summary of the results of an entity-by-entity review of the Raptor vehicles based on the analysis
prepared by Enron. After reviewing Enron’s analysis, we determined that Raptor I, 11, Il and 1V required further
analysis. Enron assessed the derivatives separately from the notes. Enron recorded the derivatives at fajr value,
considering the credit worthiness of the counterparty. (Our analysis of this approach is subject to a separate memo).
Enron assessed the notes as follows:

Step 1. Quarterly, determine on an entity by entity basis, whether there is an indication of a possible impairment,
An indication of a possible impairment would be if the net fair value of all the financial instruments of an entity,
using screen prices at the date of evaluation, is less than the recorded amount of the notes and price risk
management assets on Enron’s balance sheet with that same entity. If the fair value exceeds the note and price risk
management assets balance on Enron’s books, no further analysis for impairment is necessary for the period. If the
total fair value of the assets is less than the notes on Enron’s books with that entity, further analysis is warranted to
determine if the notes have been impaired. Based on this step, Raptor Il required no further analysis for note
impairment.

Step 2 (step 2 is performed only if a possible impairment is indicated by step 1). Statement 114 states that a loan is
considered impaired when it is probable that a creditor will be unable to collect all amounts due (principal and
interest) according to the contractual terms of the loan agreement. The Company concluded that it is appropriate to
use a 75 percent likelihood of occurrence as being "probable.” We agree that 75 percent is a reasonable percentage
to use as being "probable.” Accordingly, if there is at least a 25 percent chance that the principal and all future
interest due under the notes will be collected when due, then it is not probable the Company will be unabie to
collect all amounts due; thus the notes are not impaired.

The debtors own equity securities and are party to various derivative financial instruments for which the
underlyings are equity securities. Using information about an equity security's current price and its historic
volatility, the likelihood of any future price being achieved can be determined for most equity securities using a
Monte Carlo simulation method. As we consulted with valuation experts in our Financial and Commodity Risk
Consulting Group, we determined that, Monte Carlo simulation methods may not produce the most reasonable
possible outcomes for some equity securities. For example, it would not be appropriate to use Monte Carlo for
companies in bankruptcy or for companies not expected to have a future stock price. It theoretically would be
acceptable to use Monte Carlo for companies in severe financial difficulty. However, the alternative method
described here takes a more cautious approach. If the value of an equity security has declined since the debtor
acquired the equity security (or entered into the related derivative) and the value has not recovered within a six
month period, that company is presumed to be in severe financial difficulty and is specifically reviewed to
determine if its specific facts and circumstances can overcome the presumption that Monte Carlo would not be
used. Indicators that would overcome that presumption include improving operating results, positive cash flow,
and successful execution of its business strategy.

Accordingly, the equity securities (both owned and used as underlyings in derivatives) should be separated into two
groups -- those equity securities for which future prices can be modeled using a Monte Carlo simulation model and
those for which Monte Carlo may not produce the most reasonable outcomes. For those equity securities for which
Monte Carlo simulation is not applied, current fair value of the equity security is used as the estimate of the equity

security’s future value.
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For equity securities whereby the Monte Carlo simulation model is applied, the Company used that model to
determine the lowest equity security price in a range of most favorable potential outcomes that has a 25 percent
tikelihood of occurring at a future specific date. For owned equity securities, that future date is the date the debtor
entity is scheduled to be liquidated and the notes paid. For equity securities that are an underlying for a derivative
financial instrument, that future date is the date the derivative is scheduled to settle and that future equity security
price is the price used to estimate the amount of the ultimate settlement of the derivative.

If the projected resources of the debtor, using the amounts computed as described in the preceding paragraphs, are
sufficient for the debtor to pay all amounts when due (principal and interest), the notes are not impaired. [fthe
projected resources of the debtor are not sufficient, the notes are impaired.

Step 3 (step 3 is performed if step 2 results in a conclusion that the notes are impaired) Once a note is identified as
being impaired under SFAS 114, the emphasis changes and requires that the lender make its best estimate of what
cash flows will be collected. The notes are written down to the amounts recoverable from the underlying financial
instrumnents held by the specific Raptor entity. The current screen price represents the best estimate of what will be

collected.

We discussed this “three step” approach with members of the PSG {John Stewart, Rick Petersen, Ben Neuhausen,
and Amy Ripepi). They concurred with our conclusion that this approach to assessing and measuring impairment of

‘he SFAS No. 114 notes is acceptable.

We reviewed the client’s analysis using this alternative, assessed management’s judgements, and tested their
calculations. We also reviewed information concerning significant portions of the underlying collateral to test the
Company’s use of the methodology described above. Based on this work, we concurred with the Company’s
conclusion that no impairments would have needed to be recorded on the notes with Raptor entities at December
31,2000, March 31, 2001 and June 30, 2001. Sec artachments [, A1, A2 and A3 that support our conclusions.

We discussed our conclusions with those listed below, who concurred.

Steve Goddard
Bill Swanson
Mike Odom
Mike Lowther

Rich Corgel
John Geron
Gary Goolsby
Larry Rieger
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Andersan
Professional Standards Group

L

To: Debra A. Cash@ANDERSEN WO, David B. Duncan@ANDERSEN WO, Michael C,
Odom@ANDERSEN WO

cc

Date;  09/25/2001 03:33 PM

From. John E Stewart, Chicago 33 W. Monroe, 50 /72335

Subject: Enron Raptor Memos . )

L " e

As requested, included below are my comments on the Raptor memos itemized beiow and attached to
Dave Duncan's lotus note dated September 14, 2001. As discussed, this is the first time that | have seen
these memos. My comments below are focused on, and limited to, the area that | recall being consuited
on.

Enron Raptor Memos

Memo Date
12/31/99 |Whether in connection with this transaction or not, I recall being consulted on the general
issue raised in Issue 1 at some point in the process and ! agree with conclusion on Issue 1.
I do not recall being involved in the final resolution of the remaining issues.
03/28/00 (At some point, whether on this transaction or not, 1 was consulted on the general issues
Raptor  |raised in subissues 1 and 3 of Issue 1 and Issue 6, and agree with the answers. I do not
recall being involved in the final resolution of the remaining issues.
03/28/00 |OK.
Redesignation
07/28/00 |No mention of me.
07/31/00 |No mention of me.
11/09/00 |No mention of me.
12/27/00 iNo mention of me.
12/28/00 |See Carl Bass’ 09/25/01 Lotus Note.
05/09/01 |No mention of me. See Carl's 09/25/01 Lotus Note.
07/17/01  |No mention of me.
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Interoffice

Memorandum
To Rick Causey, Wes Colwell
From: Ryan H. Siurek Sepatment  Transaction Support
Sublest”  RTHM Impairment Analysis Cate  March 2, 2000

The purpose of this memorandum is asceniain the effect of SFAS No. 114 (SFAS 114, Accounting by Creditors for
Impairment of a Loan, and a recent DIG issue regarding collectibility of hedge gains in determining the appropriate
acceunting treatment of the RTHM's ophion basket at December 31, 1699

Scope (Paragraphs 4-6)

SFAS 114 applies onty te creditors and addresses the recognition of impaimment and measurement of impairment
for all loans {collateralized or uncollateralized} except for the tollowing

* Small balance homogenous loans

¢ Loans cairied at fair valye

* |eases

*  Debt securities within the scope of SFAS No. 115, Accounting for Certain Investment in Debt and Equity Securities

Recognition of impairment {Paragraphs 8-10)

SFAS 114 applies a SFAS No. 5 Accounting for Contingencies, approach to evaluating whether or not a loan 18
impaired. That s, a measurement event does not occur untii a creditor determines that a loan is Impaired. Recognition
of impairment is determined when it is probable that the creditor will be unable to collect all amounts due according to
the contractual terms of the agreement. The lerm probable has the same meaning in SFAS 5 and SFAS 114, SFAS §
requires recognition of a loss when both (a) information available prior to the issuance of the financial statements
indicates that an asset has been impaired at the date of the financial statements and (b) the amount of loss can be
reasonably estimated {(paragraph 8). The Board clanfied that the term probable means a higher level of likelihood than
“more likely than not.” The Board alse clarfied that the term prabable does not mean “virlually certain.”

Question § to the FASE Staff Implementation Guidance, Application of FASB Statements 5 ang 114 to a Loan Portfolio
addresses the issue of determiming the method utilized to determine collectbility and states:

How should a creditor determine it is probable that it wil' be unable to collect all amounts due according
to the contractual lterms of a loan under Slatement 11472

The Board decided rot 1o specify how a creditor should determine that it is probable that it will be unable
to collect all amounts due according to a loan's contractual terms. A creditor should apply its normal ican
review procedures in making that determination.

AALLP’'s interpretation of SFAS 114 addresses the issye of loans that do not have stated payment dates and that
accrue interest at the contractual rate. This concept s similar 1o a financial instrument that does not settle untii g
future period or has the abiity to settle at future dates {i.e. option contracts). Question 7 addresses this issue by
stating:

For some creditors, it 1s not unusual to have cash flow loans whose payments are hased solely on the
actual property cash fiow (e.g., real eslate loans) Given the lack of scheduled payment amounts, how
should a crediter evaluate and measure impairment on the loan?

Since most cash flow Ioans do not become past due prior to maturity and they continue accruing interest
at the contractual rale, the loans would be treated similar to demand ‘oans as discussed in the last

HIQ1_2000W M Swap Sub\loan_Impairment doc
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RTHM Iimpairment Analysis Q3/02/00 Page 2

sentence of paragraph 8 For such loans. the crediter must have a process in place to determine whether
it will collect all amcunts due Assuming there are no concerns regarding coliectibility of all pnincipal AND
INTEREST, a {oan would net be Classified as impaired. If a casn flew (oan does become impaired. its
impairment woulc be measured simiar to ail leans. The iack ot an established payment schedule shoylg
not impact the measurement

Measurement

When a loan is impaired. as determined 11 the previous recogniticn seclion a creditor snall measure the
impairment based on cne of the foilowing methodologies:

* Present value of expected future cash flows discounted at the effective inlerest rate
» Loan's cbservable market price
*  Fair value of the collateral if the foan is colialeral dependant

Current DIG Issue

The DIG is currently addressing the issue of financial instrument impairment ir conjunction with the highly
effective crntena between the hedge underlying and the hedging instrument. The DIG has determined that

when the derivative 1s 1n an asset position, the entity musl be aware of the caunterparty's
creditworthiness (and changes therein) in determining the fair value of the derivative, Although
a change in the counterparty’s creditworthiness would not necessanty indicate that the
counterparty would default on its obligations, such a change would warrant further evaluation. if
the likelihood that the Counterparty will not default ceases to be probabie, an entity would be
unatle 1o conclude that the hedgmg refationship is eéxpected 1o be highly effective in achieving
offsetting cash flows.

Conclusion
SFAS 5, SFAS 114 and the current DI issue all begin the impairment assessment based upon the probability of

collectibility by the creditor. As such. a creditor that can objectively demonstrate the ability to recover its
investrment should not have a reason to measure an impairment.

CC:

-

H»Q1_2000\L M Swap Sub\loan_imparrment doc
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To: Dawvid B. Duncan'g ANDERSEN WO

cC:

BCC:

Date: HOZ1372000 0429 PM

From: Rodney Faldyn a enron com
Subject: FW: re: Loan impairment 1ssues

Attachments: Loan_lmparrment doc

Dave,

I just wanted 1o make sure vou gotanother chance to review our onginal
position on credit impairment

Rodneyv

> --—-Onginal Message-----

> From:  Siurek. Rvan

> Sent: Monday, October 15. 2001 11 4] AM

>To  Faldyn. Rodney

> Subject: re: Loan impawment tssucs

>

>

> Rodnay,

>

> Here 1s a memo that I put toeether back i March 2000 regarding

> Impairment asscssments on loan receivables Qur conciusion was that
> this should be a probability based approach (ie. Monte Carlo although
> that specific appoach was not mentioned) and not a “closing price at
> the end of each measurement date® approach Tlus memo was the based
» used by Enron to discuss impairment methodolgy with AA ag it pertamns
= to the Rthyms transaction. the predecessor 1o the Raptor transactions.
> Rick and I discussed thus i1ssuc at length with Dave and Deb: however.
= their conclusion was that the probability approach was not

> approapriate for this type ot a transaction Rick further discussed

> this issuc with John Stcwart but was unable com ince him that our

- appreach was appropriate | find it mtoguing that we are falling

> back to a position that we were told we could not usc

e
> Feel free to forward this on 1o Rick as cvidence of oor nial

> discussions with AA
>

<<Loan_Impairment doc>:

Regards.

VoV VY

> Ryvan

*##4************!‘*#tttllttttlll‘ltlt!l‘!ttttlt‘t*t*#l‘t:t#lt#a:&lt‘t*

This e-mail is the property of Enron Corp. and/or uts relevant affiliate and
may contain confidential and privileged matenal for the sole use of the

intended recipient (s). Any review. use. distribution or disclosure by others
18 strictly prohubited 1f vou are not the intended recipient {or authonzed to
receive for the rectpient). pleasc contact the sender or rephy to Enron Corp

Page | of 2
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at enron.messaging administration §-enron com and delete ali copies of the
message. This e-mail (and anv attachments hercto) arz not intended to be an
offer (or an acceptance) and do not create or evidence a binding and
enforceable contract between Enron C orp. {or any of us affiliates) and the
intended recipient or any other party. and may not be reiied en by anvone as

the basis of a contract by cstoppel or othervise. Thank vou.
ttt#*t*tttt*#*tttt:t:ttt#ﬁattmctttt-ttxtttsta-txttt#ttxastttat-x;uttta _ LOSF Iﬂ'lp(l]l"lﬂCl"ll.dOC

Page 2 of 2
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To: David B Duncan @ ANDERSEN WO

CC:

BCC:

Date: 10/02:2000 01435 PA
From- Don Holies

Subject: Raptor Asset Hedwes

Attachmenzs: Raptor-| -ENA-Asscr-Hodes s

Here's the revised schedule

Page | of |
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T 609000 (2Z) DIHYV

Raptor 1
Losses on ENA Assct IHedges
{1 osses in §000N0's)

Inception N 40 1LX11 2N M08

Public:
Ava Shdre Price 163,50 95,13 24.63 800 8.57 1.28
Shares {(XX)'s) 1.003 1,093 1,003 1,093 1,003
Cam/ (| vss) {73,070 (77087 (18.150) 623 18,081
Cataly tica Share Price N/A N/A 17.25 2064 21.70 766
Shares (RS N/A N/A 1,340 1,340 1,340
Conan /(] 0ss) 0 (93,397 5,421 100 (18,77 %
Active Power Share rice N/A 6200 219 203 16,68 501
Shares (000's)  N/A 1,276 1,276 1,021 324 324
Gamn/ (Loss) 11,487 (51,135) (8HH 781 (3,784}

Private:
Heartland Gain/(Loss) ( 0 0 (38,53) 0 0
Venoco Convertible Gamn/{loss) 0 0 (1,278) (35,366) ¢] (38,411
Merlin Credit Ciam/ (Loss) 0 0 0 (63,109 {30,638) 0
Other ain/ (Loss) 0 3,481 (22,8773) (11,15% (13,913) in, 302)
Tolal Quarterly [oss 0 (58,702) (245,77) (161,808) (12,0607} (711
Total Cumulative |oss (58,702) {304,472) (466,280) (508,347 (582,791}




To: David B Duncan o ANDERSEN WO David B Dunean o ANDERSEN WO

cc:

BCC:

Date OVF3 20001 11 31 4

From Rodnes Faidvne cnren con
Subrect IS re Rapror presentation 4

Attachments. Rapror Ontons Presenianen’y < (AR

> -—-Original Message---

> From: Siurek. Ryan

= Senl Weadnesday, September 12 20 1 P
*To  Faldw Rodne

= Subjeer re Rapror prosomiaten -

>

= <<Raptor Options Presentanon\'s ore

*xxxx*gxxxxa-x;uxt:-xa-t;tnzcn;tn-s-u---n-;unx--aua-:u-:n-q:u:-.--.;.,

This ¢-mail 15 the Froperty of Earon Corr sne o v —gisvant afinace and
maycontam confidential and privileeas mat g’ tor < sl use ol the
mtended recipient (s) ANV IOV sl S D o disclosire by cthers
1S SICty profidited W you are not it oo - ooimrers (o authom s od
receine for the recipienty, please contast s wrderor repit o Enron (o
atenron messaging adnunisirstion « ooz n com and gl all copies of b
message. This comarl tand any atachion:s Borctei are ot intended G be an
offer (or an accoptance) and do nat creare or o whenes abinding and
enforeeable contract betweon Enron Corn Gorany ot cxattihatesr and i
mtended recipient or any ot Parteoand Moy s be reled on by anmvong e

the basis of a contract estoppel or atenvise Thank oy
**?*‘ﬁ*****'********lklttittt:t!t‘t-rtxt:tt’l:-vv!ttt'tlv-!!'tltt:vt*l

- Rapter Opnons Prosentation V'3 pivt

Pave 1 of |
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Project Raptor

Proposed Alternatives
September 2001
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*

Option 1 - Do Nothing

Current P'L charge ot approximately $273 million

EPS dilution of approximately 82 million shares at current price levels

Reduce ENE equiny approximately S1.1 billion for the current period related o
P/L charge ($273 milliony and cquiny reclassification (S827 million)

' ENE price < $20-<hare

- Approximarely S124 million P | exposure per S1deciime in FNF price

- EPS Dilution ot 124 mullhon shares (S360

million pre-tax wmcome per annum)

*ARHEC (2) 000454 .3



Option 2 — Terminate Al Vehicles

Current P‘L charge of approximately $609-5704 million tincludes SOT nullion LIN
pavout)

EPS benetit ol approxamately 82 wullion shares ($238 mithon pre-tax income per -
anunumy

Volattlity on 18 million NPW shares (reduced from 42 nullion shares)

Reduces ENF cquiny by approxumately S1.9 billion for the current peried refated 1o
P/L charge (S609-S704 miilion and buy back of ENE equiny instruments

*ARHEC (2) 000454 .4



Option 3 — Terminate Raptor 3

» Current P/L charge of approximately $273 million (NPW =53 §] ) plus LINM buvour
cost il any (SU-S31 snlhon)

+ Volatiline on i8MM NPW shares (reduced trom 42 milhon shares)
* Does not provide EPS benefit

* Reduces ENE equity by approxmmately ST billion for the curent penod related o
F:L charge ¢S273 million) and equity reclassification ($827 million)

» IWENE price = S20 <hare

- Approximately S124 million PrL exposure per 31 dechine in ENE price
- EPS Ditution ot 124 mullion shares (S360 million pre-tas meome per annum)

*ARHEC (2) DD0454.5



Option 4 — Terminate Selected Instruments

* Current P'L charge of approximatefy S325-$363 mullion

* EPS benefit of approximately 16 million shares (S48 milhon pre-1ax income per
annum)

* Gross reporting in Statement of Cash Flows

* Reduces ENE equiny by approximately 1.1 billion tor the curtent pened related to
PAL charge (S325-$2065 milhon) and purchasc of equiny instruments {$827 milhion)

* If ENE price < $20 share-

- Approximately ST1ov milthon Pl exposurc per $1 decline in ENF price
- EPS Ddutron o 100 mudiion shares (8290 nuilhon pre-tay meome per annum)

*ARHEC (2) 000454 .6



—
Assumptions

* ENE stock price of $30.49 per share
'+ NPW stock price of $3.81 per share
* MPR as of 9/6/01

* EPS target of $2.15 for 2002

= ENE effective tax rate of 35%,

"+ ENE lerminates (a) UBS shares and the related collars and (b} approximately

million JEDI shares and the related collars

3.2
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